Cash Accounts _
Effective date May 1996 Section 2000.1

Cash accounts include U.S. and foreign coin anchent, a check-processing department, an ou
currency on hand and in transit, clearings, andlearing department, or some other departmel
cash items. that is characteristic of the area of the countn
where the bank operates. The functions may kb
centralized or decentralized, manual or auto
CASH mated, depending on the size of the bank an_d tr
volume of transactions. The volume of clearing:

Every bank maintains a certain amount of u.snay be so great that the bank’s proof operation

currency and some may have foreign currencare. condut_:ted after _time _deadlines for trans
on hand. To avoid having excess nonearningd.lon posting or courier Qellvery. Inthgse cases

: S - gally clearings customarily are determined as o
assets and to minimize exposure to misapproy specific cutoff time. Checks processed to the
priation and robbery, each bank should establisf; )

: e . “lime are carried in one day'’s totals, and check
a policy to maintain cash balances at the mini-

mum levels necessary to serve its customer rocessed after that time are carried in th
! y ollowing day'’s totals. However, no matter who
The amount will vary from bank to bank

. e Performs the function or how large the bank, the
depending on "".’?“C'pated ”e?ds of Cusrome(ﬁ)jectives of a proof and transit system are th
and the availability of replenishment monies

: ame:

with a reasonable allowance made for unusua

deg;?g:jsﬁ currency mav not be included in casf To forward items for collection so that funds
osition% for mang err¥ent urposes where theare available as soon as possible.

P \germ purp . «" To distribute all incoming checks and deposit:

amounts are not significant. However, the coin to their destinations

and currency of other countries are foreigr To establish Whethér deposit totals balanc

currency assets, as are loans or nostro accounts, P

and should be included in the foreign currency with the totals shown on deposit tickets. .
positions. » To prove the totals of general ledger entrie:

and other transactions.
» To collect data for computing the individual
customer’s service charges and determinin
CLEARINGS the availability of the customer’s funds.

) « To accomplish the assigned functions at the
Clearings are checks, drafts, notes, and other|owest possible cost.

items that a bank has cashed or received for
deposit that are drawn on other local banks and
cleared directly with them. These items can
usually be exchanged more efficiently amondCASH ITEMS
local banks than through correspondent banks or
the Federal Reserve System. Many communitiSash items are checks or other items in thi
with two or more banks have formally organizedprocess of collection that are payable in cas
clearinghouse associations, which have adoptegbon presentation. A separate control of all cas
rules governing members in the exchange dfems is usually maintained on the bank’s gen
checks. Clearinghouse associations often exterdal ledger and, if applicable, on the interna:
their check-exchange arrangements to othdional division general ledger. The ledger is
nearby cities and towns. In most banks, clearsupported by a subsidiary record of individual
ings will be found in the department responsiblemounts and other pertinent data. Cash iten
for processing checks. and the related records are usually in the custoc
Proof and transit were once two separatef one employee at each banking office.
functions in a bank: the proving of work (proof) In their normal daily operations, banks have
and the sending of out-of-town cash items (tranan internal charge, on the general ledger, to tot:
sit) for collection. Most banks have now com-demand deposits not charged to individua
bined these two functions. Proof and transit magpccounts because of insufficient funds, compute
be performed by any combination of tellers omisreads, or other problems. Commonly knowr
proof clerks, a separate proof and transit deparéas return items or rejected or unposted debit:
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2000.1 Cash Accounts

these items may consist of checks received in In addition to those items carried in the
the ordinary course of business, loan paymergeparate “cash items” account on the general
debits, and other debit memos. In some bank#dger, most banks will have several sources of
return items are separated by the bookkeepeirsternal float in which irregular cash items can
and an entry is made reclassifying them to &e concealed. Such items include any memo-
separate asset account entitled “bookkeepersanda slips; checks drawn on the bank; checks
return items.” Other banks do not use a separateturned by other banks; checks of directors,
asset account; instead, the bookkeepers includéicers, employees, and their interests; checks
the items in a subsidiary control account in theof affiliates; debits purporting to represent cur-
individual demand deposit ledgers. In that caseency or coin shipments; notes, usually past due;
the account would have a debit balance andnd all aged and unusual items of any nature that
would be credited when the bank processesight involve fictitious entries, manipulations,
items for posting or returns the checks to theior uncollectible accounts.

source.

Since bookkeepers’ return items are usually
processed and posted to an individual account
returned to their source on the next business day;
the balance of the bookkeepers’ return item%

account should represent the total of only on : ; ?
urrency and Foreign Transactions regulation,

day’s returned items. ; . Y Y
When data processing systems are used, tﬁ& CFR 103, requires financial institutions to

common practice is to post all properly encode&qalmltam recordT tthat _mlghtt.betyseful_rlr? crimi-
debit items, regardless of whether an overdraft i ?.' axl, or regku at( 0.3/ |ntyes Igations. h et;egu-t
created. The resulting preliminary overdraft list ation gdso SeeKs to If ;an ify r;ﬁrsonrs]\;v oaf empf
together with the items charged, is subsequent avoid payment of taxes through transiers o
reviewed by bank employees, and unapprovefPSh 10 or from foreign accounts. The examina-
items are reversed and separated as bookke&%ﬁ’-n proced_ures for _determlnlng (_:ompllance W'th
ers’ return items. The total of the resulting final he regull_?tlonf rt(aqqu)e tE,e exad“ﬁt!”er to ascéertaln
overdraft list becomes the final overdraft figuret € quality of the bank's auditing procedures
shown on the general ledger. The examinatioﬁnd operating stanqards relating to flnanual
of overdrafts is discussed in “DepositAccounts,"recordkeep'ng' _Examlne_rs_ also determlne_ t_he
section 3000 of this manual. The examinatiofd€duacy of written policies and bank training
of international overdrafts is discussed inPro9rams. The Financial Rec_ordkeeplng _and
“Due from Banks” “Borrowed Funds’ and eport_lng of Currency and Foreign Transacthns
“International—Foreign Exchange,” sectionsChe.Ck“St (refer_to théBank Secrecy Act Exami-
2010. 3010. and 7100 respectively; nation Manua) is to be used in checking com-

Several types of cash items should be Ccmsid)_llance and for reporting apparent violations.

ered “cash items not in the process of collecANY Vviolations noted should be listed with

tion” and shown in an appropriate “other assets"appropriate comments in the report of examina-
account. Some examples are (1) items that afion: Inadequate compliance could result in a

payable upon presentation but which the bankease-and-desist order to effect prompt compli-
has elected to accumulate and periodically for2 e With the statute.

ward to the payor, such as Series EE bonds or

food stamps; (2) items that are not immediatel

y . ) .
; - ; 1. Section 208.14 of Regulation H establishes procedures
payable in cash upon presentation; and (3) Iter.qcs: ensure that state member banks establish and maintain

that were not_paid when presented and requi§ocedures reasonably designed to ensure and monitor com-
further collection effort. pliance with the regulation.

URRENCY TRANSACTIONS

he Financial Recordkeeping and Reporting of
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Cash Accounts

Examination Objectives .
Effective date May 1996 Section 2000.2

1. To determine if the policies, practices, pro4. To determine compliance with laws and
cedures, and internal controls regarding “cash regulations.
accounts” are adequate. 5. To initiate corrective action when policies,
2. To determine if bank officers and employees practices, procedures, or internal controls ar
are operating in conformance with the estab- deficient or when violations of laws or regu-
lished guidelines. lations have been noted.
3. To determine the scope and adequacy of the
audit function.
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Cash Accounts

Examination Procedures
Effective date March 1984

Section 2000.3

1. If selected for implementation, complete or  f. Determining, through discreet corrobora-

update the Cash Accounts section of the
Internal Control Questionnaire.

. Based on the evaluation of internal controls
and the work performed by internal/
external auditors, determine the scope of the
examination.

. Test for compliance with policies, practices,
procedures and internal controls in conjunc-

tion with performing the remaining exami- 8.

nation procedures. Also obtain a listing of
any deficiencies noted in the latest review

done by internal/external auditors from the 9,

examiner assigned to that area of examina-
tion, and determine if appropriate correc-
tions have been made.

. Scan the general ledger cash accounts for
any unusual items or abnormal fluctuations.
Investigate any such items and document

any apparent noncompliance with policies10.

practices and procedures for later review
with appropriate management personnel.

. Obtain teller settlement sheet recap or sim-
ilar document as of the examination date
and agree to the general ledger. Scan for
reasonableness and conformity to bank

policy. 11.

. Obtain detailed listings of cash items, in-
cluding any bank items which are carried in
the general ledger under “other assets,”
agree listings to general ledger balances and
scan for propriety and conformity to bank
policy.

. Test compliance with Regulation P
(12 CFR 216) by:

a. Selecting teller and banking office cash

balance sheets and determining that3

balances are within currency limits
established.

b. Selecting bait money and agreeing serial
numbers to applicable records.

¢. Reviewing documentation showing train-
ing sessions held since the preceding
examination.

d. Performing any visual inspections deemed
appropriate.

e. Analyzing the bank’s system of security
and protection against external crimes.
Guidance for this analysis is provided in
the Internal Control Questionnaire in this
section of the manual.

12.

tive inquiry of responsible bank officials
and review of documentation, whether a
security program that equals or exceed
the standards prescribed by Regulation |
(12 CFR 216.4) is in effect and that the
annual compliance report and any othe
reports requested by the Federal Reserv
System have been filed.

Review compliance with the Financial

Recordkeeping and Reporting of Currency

and Foreign Transactions Act, 31 CFR 103

Review tellers’ over and short accounts for

recurring patterns and any large or unusue

items and follow up as considered neces

sary. Investigate differences centered in an

one teller or banking office. Determine

whether corrective action has been taken, i

required.

Determine, by discreet corroborative inquiry

of responsible bank officials and review of

documentation, whether defalcations and/o

mysterious disappearances of cash since tt

preceding examination have been properl

reported pursuant to current requirements c

the Board of Governors.

Review foreign currency control ledgers

and dollar book value equivalents for:

a. Accuracy of calculations and booking
procedures.

b. Unusual fluctuations.

c. Concentrations.

d. Unusual items.

Review international division revaluation

calculations and procedures.

Review the following items with appropri-

ate management personnel (or prepare

memo to other examining personnel for

their use in reviewing with management):

a. Internal control exceptions and deficien-
cies in, or noncompliance with, written
policies, practices and procedures.

b. Uncorrected audit deficiencies.

c. Violations of law.

d. Inaccurate booking of U.S. dollar book
value equivalents for foreign currencies.

e. Inaccurate revaluation calculations anc
procedures performed by cash accoun
operations staff.

14. Prepare comments on deficiencies o
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2000.3 Cash Accounts: Examination Procedures

violations of law noted above for inclusion 15. Update the workpapers with any informa-
in the examination report. tion that will facilitate future examinations.
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Cash Accounts

Internal Control Questionnaire
Effective date March 1984

Section 2000.4

Review the bank’s internal controls policies 15. Are maximum amounts established for

practices and procedures for cash accounts. The
bank’s system should be documented in a com-
plete and concise manner and should include,
where appropriate, narrative descriptions, flow- 16.
charts, copies of forms used and other pertinent

information. Items marked with an asterisk 17.

require substantiation by observation or testing.

CASH ON HAND

*1.

*2.

*5.

*7.

10.

*11.

12.

*13.

*14.

*19.
*20.

Do all tellers, including relief tellers, have
sole access to their own cash supply and
are all spare keys kept under dual control?
Do tellers have their own vault cubicle or
controlled cash drawer in which to store
their cash supply?

. When a teller is leaving for vacation or for

any other extended period of time is that
teller’'s total cash supply counted?

. Is each teller's cash verified periodically

on a surprise basis by an officer or other

designated official (if so, is a record of *22.

such count retained)?

Are cash drawers or teller cages provided 23.

with locking devices to protect the cash
during periods of teller’'s absence?

. Is a specified limit in effect for each

teller's cash?

Is each teller's cash checked daily to an
independent control from the proof or
accounting control department?

. Are teller differences cleared daily?
. Is an individual cumulative over and short

record maintained for all persons han-
dling cash and is the record reviewed by
management?

Does the teller prepare and sign a daily
proof sheet detailing currency, coin and
cash items?

Are large teller differences required to be*26.

reported to a responsible official for
clearance?

Is there a policy against allowing teller
“kitties”?

Are teller transactions identified through
use of a teller stamp?

Are teller transfers made by tickets or
blotter entries which are verified and
initialed by both tellers?

18.

*21.

25.

tellers cashing checks or allowing with-

drawal from time deposit accounts without

officer approval?

Does the currency at each location includ

a supply of bait money?

Are tellers provided with operational guide-

lines on check cashing procedures an

dollar limits?

Is a record maintained showing amount

and denominations of reserve cash?

Is reserve cash under dual custody?

Are currency shipments:

a. Prepared and sent under dual control”

b. Received and counted under dua
control?

If the bank utilizes teller machines:

a. Is the master key controlled by some-
one independent of the teller function?

b. Is the daily proof performed by some-
one other than the teller?

c. Are keys removed by the teller during
any absence?

Is dual control maintained over mail

deposits?

Is the night depository box under dual lock

system?

24. Is the withdrawal of night deposits made

under dual control?

Regarding night depository transactions:

a. Are written contracts in effect?

b. Are customers provided with lockable
bags?

c. Are the following procedures com-
pleted with two employees present:

* Opening of the bags?

« Initial recording of bag numbers,
envelope numbers and depositors
names in the register?

» Counting and verification of the
contents?

Regarding vault control:

a. Is aregister maintained which is signec
by the individuals opening and closing
the vault?

b. Are time clock settings checked by a
second officer?

c. Is the vault under dual control?

d. Are combinations changed periodically
and every time there is a change in
custodianship?

3
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2000.4 Cash Accounts: Internal Control Questionnaire
27. Are tellers prohibited from processing their an ATM and the central processing unit

own checks? trigger the alarm system?

*28. Are tellers required to clear all checks 43. Are alarm devices connected to all auto-
from their funds daily? mated teller machines?

*29. Are tellers prevented from having access 44. For on-line operations, are all messages to
to accounting department records? and from the central processing unit and

*30. Are teller duties restricted to teller the ATM protected from the central pro-

operations?

CASH DISPENSING MACHINES

*31.

*32.

*33.

34.

35.

36.
37.

38.

39.

40.

41.

42.

Is daily access to the automated tellekgs.
machine (ATM) made under dual control?«4g
When maintenance is being performed on

a machine, with or without cash in it, is a
representative of the bank required to be in
attendance? 7

cessing unit and the ATM protected from
tapping, message insertion, modification
of message or surveillance by message
encryption (scrambling techniques)? (One
recognized encryption formula is the
National Bureau of Standards Algorithm.)
Are PINs mailed separately from cards?

. Are bank personnel who have custody of

cards prohibited from also having custody
of PINs at any stage (issuance, verifica-
tion, or reissuance)?

47. Are magnetic stripe cards encrypted

Are combinations and keys to the machines
controlled (if so, indicate controls)?
Do the machines and the related system
have built-in controls that: 48.
a. Limit the amount of cash and number
of times dispensed during a specified
period (if so, indicate detail)? *49.
b. Capture the card if the wrong PIN
(personal identification number) is con-
secutively used? *50.
Does the machine automatically shut down
after it experiences recurring errors?
Is lighting around the machine provided?
Does the machine capture cards of othergy.
banks or invalid cards?
If the machine is operated “off line,” does
it have negative file capability for present
and future needs which includes lists of
lost, stolen or other undesirable cards which
should be captured?

51.

(scrambled) using an adequate algorithm
(formula) including a total message
control?

Are encryption keys, i.e., scramble plugs,
under dual control of personnel not asso-
ciated with operations or card issuance?
Are captured cards under dual control of
persons not associated with bank operation
card issuance or PIN issuance?

Are blank plastics and magnetic stripe
readers under dual control?

Are all cards issued with set expiration
dates?

Are transaction journals provided that
enable management to determine every
transaction or attempted transaction at the
ATM?

Is use of an ATM by an individual cus- CASH ITEMS

tomer in excess of that customer’s past
history indicated on a “suspicious activity” *53.
report to be checked out by bank manage-
ment (three uses during past three days as
compared with a history of one use per 54,
month)?

Have safeguards been implemented at the
ATM to prevent disclosure of a customer’'s 55,
PIN during use by others observing the
PIN pad?

Are “fish-proof” receptacles provided for
customers to dispose of printed receipts, 56.
rather than insecure trash cans, etc.?

Does a communication interruption between

Are returned items handled by someone
other than the teller who originated the
transaction?

Does an officer or other designated indi-
vidual review the disposition of all cash

items over a specified dollar limit?

Is a daily report made of all cash items,
and is it reviewed and initialed by the

bank’s operations officer or other desig-
nated individual?

Is there a policy requiring that all cash
items uncollected for a period of 30 days
be charged-off?

March 1994
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Cash Accounts: Internal Control Questionnaire

2000.

57.

58.

*59.

Do the bank’s present procedures forbid
the holding of overdraft checks in the cash
item account?

Are all cash items reviewed at least
monthly at an appropriate level of

management?

Are cash items recommended for charge-
off reviewed and approved by the board
of directors, a designated committee
thereof or an officer with no operational

responsibilities?

PROOF AND TRANSIT

60.

61.

62.

63.

64.

65.

66.

Are individuals working in the proof and
transit department precluded from work-
ing in other departments of the bank?

Is the handling of cash letters such that:

a. They are prepared and sent on a daily

basis?

b.

the bank?

c. Copy of proof or hand-run tape is
properly identified and retained?

. Records of cash letters sent to corre-
spondent banks are maintained with
identification of the subject bank, date
and amount?

. Remittances for cash letters are re-
ceived by employees independent of
those who send out the cash letters?

67.

68.

69.

70.

They are photographed before they Ieave7 1

this section and are clearing on a
timely basis?
*c. Scrutinized for employee items?
d. Reviewed for large or repeat items?
Are holdover items:

a. Appropriately identified in the general
ledger?

*pb. Handled by an independent section of
the department?

c. Reviewed periodically by responsible
supervisory personnel to determine tha
items are clearing on a timely basis?

Does the proof and transit departmen

maintain a procedures manual describin
the key operating procedures and func
tions within the department?

Are items reported missing from cash
letter promptly traced and a copy sent for
credit?

Is there a formal system to ensure tha
work distributed to proof machine opera-
tors is formally rotated?

. Are proof machine operators prohibited

from:
a. Filing checks or deposit slips?
b. Preparing deposit account statements’

72. Are proof machine operators instructed tc

report unusually large deposits or with-
drawals to a responsible officer (if so, over
what dollar amount $ )?

Are all entries to the general ledger eitheREGULATION P (12 CFR 216)—
originated or approved by the proof COMPLIANCE QUESTIONNAIRE

department?

Are all entries prepared by the general 73, Has a security officer been designated b

ledger and/or customer accounts depart-
ment reviewed by responsible supervisory

personnel other than the person preparing74.

the entry?
Are errors detected by the proof operator

in proving deposits corrected by another 75,

employee or designated officer?

Are all postings to the general ledger and
subsidiary ledgers supported by source
documents?

Are returned items:

*a. Handled by an independent section of 76.

the department or delivered unopened
to personnel not responsible for pre-

paring cash letters or handling cash? 77.

b. Reviewed periodically by responsible
supervisory personnel to determine that
items are being handled correctly by

the board of directors in accordance with
Regulation P (12 CFR 216.2)?

Has a security program been develope
and implemented in accordance with Reg:
ulation P (12 CFR 216.4)?

Do security devices give a general level o
protection that is at least equivalent to the
standards described in appendix A of Reg
ulation P (if not, does the bank maintain a
statement substantiating its reasons fo
such noncompliance )?

Has installation, maintenance and opere
tion of security devices been in accordance
with Regulation P (12 CFR 216.3)?

Do vaults, safes, ATMs, and night
depositories meet or exceed the minimun
standards described in appendix A of Reg
ulation P (if not, does the bank maintain a
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2000.4 Cash Accounts: Internal Control Questionnaire

statement substantiating its reasons for
such noncompliance )?
*82.

31 CFR 103—COMPLIANCE
QUESTIONNAIRE

78. Is the bank in compliance with the

racy by someone other than the foreign
currency tellers?

Does the internal auditor periodically
review for accuracy revaluation calcu-
lations, including the verification of
rates used and the resulting general ledger
entries?

Financial Recordkeeping and ReportingCONCLUSION

Regulations?
83.

INTERNATIONAL DIVISION

*79. Are foreign currency control ledgers and
dollar book value equivalents posted
accurately?

*80. Is each foreign currency revalued at least84.
monthly and are profit and loss entries
passed on to the appropriate income
accounts?

*81. Are revaluation calculations, including the
rates used, periodically reviewed for accu-

Is the foregoing information considered an
adequate basis for evaluating internal con-
trol in that there are no significant defi-
ciencies in areas not covered in this ques-
tionnaire that impair any controls? Explain
negative answers briefly, and indicate any
additional examination procedures deemed
necessary.

Based on a composite evaluation as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate). A separate evalua-
tion should be made for each area, i.e.,
cash on hand, cash items, etc.

March 1994
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Due from Banks _
Effective date May 1996 Section 2010.1

INTRODUCTION individual correspondent. These policies anc
procedures should take into account the finar

Banks maintain deposits in other banks to facilicial condition of a correspondent, and the size
tate the transfer of funds. Those bank assetfrm, and maturity of the exposure. Sec-
known as “due from bank deposits” or “corre- tion 206.4(a) of Regulation F stipulates that any
spondent bank balances’are a part of the FDIC-insured depository institution must limit
primary, uninvested funds of every bank. Aits interday credit exposure to an individual
transfer of funds between banks may result frongorrespondent that is not “adequately capital
the collection of cash items and cash letters, thiged"2 to 25 percent of the institution’s total
transfer and settlement of securities transasapital® For a more detailed discussion of Regu-
tions, the transfer of participating loan funds, thdation F, refer to SR-93-36 (“Examiner Guide-
purchase or sale of federal funds, and manljnes for Regulation F—Interbank Liabilities,”
other causes. June 18, 1993).

In addition to deposits kept at the Federal
Reserve Bank and with correspondent banks, a
bank may maintain interest-bearing time deposg Al ANCES WITH FEDERAL
its with international banks. Those deposits are RESERVE BANKS
form of investment, and relevant examination

considerations are included in “Acquisition andp|| state member banks are required by Regu
Management of Nontrading Securities angation p (12 CFR 204) to keep reserves equal t
Derivative Instruments,” section 2020, andgpecified percentages of the deposits on the
International—Due from Banks—Time,” sec- pooks. These reserves are maintained in th
tion 7070, of this manual. _ form of vault cash or deposits with the Federa
Banks also use other banks to provide certaipeserve Bank. The Federal Reserve Bank mon
services that can be performed more economyg s the deposits of each bank to determine th:
cally or efficiently by another facility because of ageryes are kept at required levels. The reserv
!ts size or geographlc location. These servicegroyide the Federal Reserve System with :
include processing of cash letters, packagingheans of controlling the nation’s money supply
loan agreements, performing EDP services, colshanges in the level of required reserves affec
lecting out-of-area items, providing safekeepingpe availability and cost of credit in the econ-
for bank and customer securities, exchanglngmy. The examiner must determine that the
forelgn currency, and providing financial ad_V'Ceﬁnformation supplied to the Federal Reserve
in specialized loan areas. When the service i§5nk for computing reserves is accurate.
one-way, the receiving bank usual[y maintains a The Monetary Control Act of 1980 enables a
minimum  balance at the providing bank tononmember financial institution to borrow from
compensate in full or in part for the serviceshe Reserve Bank’s discount window on the
received. same terms and conditions as member bank
For member banks, loan transactions are usual
effected through their reserve account. For nor
DEPOSITS WITH OTHER member banks, the Reserve Bank typically
DEPOSITORY INSTITUTIONS requires the institution to open a special accour
called a clearing account. The loan transaction
Section 206.3 of Regulation F (12 CFR 206)re then processed through the clearing accour
requires FDIC-insured depository institutions to
adopt written policies and procedures to address
the risk arising from exposure to a cOIrespon- 5 Refer to section 206.5(a) of Regulation F for the capital
dent, and to prevent excessive exposure t0 amjtios necessary for a correspondent bank to be considers
adequately capitalized.
3. The Board may waive this requirement if the primary
1. Balances due from such institutions include all interestfederal supervisor of the insured institution advises the Boar
bearing and non-interest-bearing balances, whether in thbat the institution is not reasonably able to obtain necessar
form of demand, savings, or time balances, including certifiservices, including payment-related services and placement

cates of deposit, but excluding certificates of deposit held ifunds, without incurring exposure to a correspondent in exces
trading accounts. of the otherwise applicable limit.
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2010.1 Due from Banks

However, in some instances, the Reserve Barfkom domestic bank accounts, except that the
may allow a nonmember institution to procesdalances due are generally denominated in for-
discount loan transactions through the accourgign currency.
of a member bank. In most of these isolated A bank must be prepared to make and receive
cases, a transaction of a nonmember institutiopayments in foreign currencies to meet the
is being processed through the account of theeeds of its international customers. This can be
bank with which the nonmember institution hasaccomplished by maintaining accounts (nostro
a correspondent relationship. balances) with banks in foreign countries in
Under the reserve account charge agreemendlose currencies receipts and payments are
used by most Federal Reserve banks, the mermade.
ber bank’s reserve account may be charged if Nostro balances may be compared to an
the nonmember bank defaults on the loan pranventory of goods and must be supervised in
cessed through the member bank’s accouriiie same manner. For example, payment for the
Since member banks may not act as the guaraitaportation to the United States of goods manu-
tor of the debts of another, member banks mafactured in France can be made through a U.S.
only legally enter into revocable reserve accourpank’s French franc account with another bank
charge agreements. Revocable agreements alldov France. Upon payment in France, the U.S.
the member bank, at its option, to revoke thdank will credit its nostro account with the
charge and thus avoid liability for the debt of theFrench bank and charge its U.S. customer’s
nonmember correspondent. In contrast, irrevodollar account for the appropriate amount in
cable charge agreements constitute a bindirdpllars. Conversely, the exportation of U.S. goods
guarantee of the nonmember correspondentte France results in a debit to the U.S. bank’s
debt and generally cannot be entered into by &rench correspondent account.
member bank. Banks that enter into revocable The first transaction results in an outflow of
charge agreements should establish written préhe U.S. bank’s “inventory” of French francs,
cedures to ensure their ability to make prudentvhile the second transaction results in an inflow
timely decisions. of French francs. The U.S. bank must maintain
adequate balances in its nostro accounts to meet
unexpected needs and to avoid overdrawing
those accounts for which interest must be paid.
DEPOSIT BROKERS However, the bank should not maintain exces-
sive idle nostro balances that do not earn inter-
On the asset side of the balance sheet, examinesst, causing a loss of income.
should review the activities of banks that place The U.S. bank also runs risks by being either
deposits through money brokers. These bankeng or short in a particular foreign currency or
should have sufficient documentation to, amongy maintaining undue gaps. Losses could result
other things, verify the amounts and terms off that currency appreciates or depreciates sig-
individual deposits and the names of depositoryificantly or if the bank must purchase or
institutions in which the deposits are placedborrow the currency at a higher rate.
Banks should also be able to demonstrate that Excessive nostro overages and shortages can
they have exercised appropriate credit judgmertte avoided by entering into spot and forward
with respect to each depository institution inexchange contracts to buy or sell such nostro
which they have placed funds. Deficiencies irnventories. Those contracts are discussed in
this area could constitute an unsafe or unsourfdnternational—Foreign Exchange,” section
banking practice. A more detailed discussion o¥100. However, it is important to remember that
brokered deposits is included in “Depositall foreign currency transactions, except over-
Accounts,” section 3000 of this manual. the-counter cash trades, are settled through nos-
tro accounts. Therefore, the volume of activity
in those accounts may be substantial and the
accounts must be properly controlled.
DUE FROM FOREIGN In addition, an account service known as a
BANKS—DEMAND payable-through account is being marketed by
U.S. banks, Edge corporations, and the U.S.
Due from foreign banks—demand or nostrdbranches and agencies of foreign banks to for-
accounts are handled in the same manner as deign banks that otherwise would not have the
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Due from Banks 2010.1

ability to offer their customers access to the U.Sshould be developed to guard against the po:
banking system. This account service, alssible improper or illegal use of payable-through
referred to by other names such as pass-througitcount facilities by foreign banks and their
accounts and pass-by accounts, involves a U.Bustomers. Examination procedures relating t
banking entity’s opening of a deposit accounthis area are part of th®ank Secrecy Act
for the foreign bank. Policies and procedure&xamination Manual
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Due from Banks

Examination Objectives .
Effective date May 1996 Section 2010.2

1. To determine if the policies, practices, pro5. To determine the scope and adequacy of th
cedures, and internal controls regarding due audit coverage.
from banks are adequate. . . . .

2. To determine if banlcj officers and employeeg' To determlr_le compliance with laws, rulings,

S : and regulations.

are operating in conformance with the estab-
lished guidelines. 7. To initiate corrective action when policies,

3. To determine that all due from accounts are practices, procedures, or internal controls ar
reasonably stated and represent funds on deficient or when violations of law, rulings,
deposit with other banks. or regulations have been noted.

4. To evaluate the credit quality of banks with
whom demand accounts are maintained.

Commercial Bank Examination Manual May 1996
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Due From Banks

Examination Procedures
Effective date March 1984

Section 2010.3

. If selected for implementation, complete or
update the Due From Banks Internal Con-
trol Questionnaire.

. Determine the scope of the examination,
based on the evaluation of internal controls

and the work performed by internal/external 9.

auditors.

. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal/external auditors from
the examiner assigned “Internal Control,”
and determine if corrections have been
accomplished.

. Scan the most recent bank-prepared recon-
cilements for any unusual items and deter-
mine that closing balances listed on recon-
cilements agree with the general ledger and
with the balance shown on the cut-off state-
ment if one has been obtained.

. If the bank’s policy for charge-off of old
open items provides for exceptions in
extenuating circumstances, review excepted

items and determine if charge-off is10.

appropriate.

. If the bank has no policy for charge-off of

old open items, review any items which are

large or unusual or which have been out-

standing for over two months, along with

related correspondence, and determine if

charge-off is appropriate.

. Test the bank’s calculation of its Federal

Reserve requirement and determine that

reports are accurate and complete by:

a. Performing a limited review of a sample
of line items if the bank has effective

operating procedures and has an audil-

program covering the required reports.
b. Performing a detailed review of all line
items if the bank has not established
operating procedures or does not have an
audit program covering the required
reports.
. Confer with the examiner assigned to check

for compliance with the laws and regula-12.

tions relating to insider loans at correspon-
dent banks and loans to insiders of corre-

list, or verify a bank supplied list, of corre-

spondent banks. (This effort should be coor

dinated with the examiner assigned to

“Deposit Accounts” to avoid duplication of

work.)

Review the maximum deposit balance

established for each due from bank accour

and determine if the maximum balance:

a. Is established after consideration of com
pensating balance requirements resultin
from commitments or credit lines made
available to the bank or its holding
company. Coordinate this effort with
examiner assigned “Bank-Related
Organizations.”

b. Appears to be related to loans of execu
tive officers or directors or to loans
which have been used to acquire stock
control of the bank under examination.
« If such due from accounts are detected

provide full details of the account to

the examiner assigned to check for
compliance with the law relating to

loans to insiders of correspondent
banks (title VIII of FIRA).

Determine the existence of any concentra

tions of assets with other banks. Include

correspondent accounts, time deposits an
any federal funds sold in computation. For
concentrations exceeding 25 percent of thi
bank’s capital structure, forward the infor-
mation to examiners assigned “Concentra
tions of Credit” for possible inclusion in the
report of examination.

Note: Procedures 11 through 21 apply to
due from foreign banks—demand (nostra
accounts).

Obtain or prepare a trial balance (includinc

local currency book values) of due from

foreign banks—demand by bank custome

and:

a. Agree or reconcile balances to depart
ment controls and the general ledger.

b. Review reconciling items for
reasonableness.

Using the appropriate sampling technique

select demand account banks foi

examination.

spondent banks (subpart B of Regulation (13. Prepare credit line sheets to include:

and title VIII of FIRA) and either provide a

a. Customer’s aggregate due from banks—

Commercial Bank Examination Manual
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2010.3

Due From Banks: Examination Procedures

14.

15.

demand liability in foreign currency
amount and local currency equivalent.
b. Amount of customer’s line designated by
the bank.
c. Frequency of recent overdrawn nostro
accounts.

(Overdrawn nostro accounts as they relate
to foreign exchange activities are discussed
in the International—Foreign Exchange sec-
tion. Also, the examiner assigned “Bor-
rowed Funds” must obtain (or prepare) a
listing of overdrawn nostro accounts for
inclusion in the borrowing section of the
report of examination.)

d. Past compliance with customer’s line
limitation as determined from review of
liability ledger records.

Obtain from the examiner assigned

“International—Loan Portfolio Manage-

ment,” schedules on the following, if they

are applicable to the due from foreignl6.

banks—demand:

a. Delinquencies.

b. Miscellaneous loan debit and credit sus-
pense accounts.

c. Criticized shared national credits.

d. Interagency Country Exposure Review
Committee credits.

e. Loans criticized during the previous
examination.

f. Information on directors, officers and
their interests, as contained in statements
required under Regulation O.

g. Specific guidelines in the bank policy
relating to due from banks—demand.

h. Current listing of due from foreign 19.

banks—demand approved customer

lines.

i. Any useful information resulting from
the review of the minutes of the loan
and discount committee or any similar
committee.

Reports furnished to the board of directors20.
Rewew the information received and per-
form the following for:

a. Miscellaneous loan debit and credit sus-
pense accounts:

« Discuss with management any large or

old items.

» Perform additional

deemed appropriate.

b. Interagency Country Exposure Review
Committee Credits:

» Compare the schedule to the trial bal-

procedures as

17.

18.

ance to determine which due from
foreign banks—demand deposits are
portions of Interagency Country Expo-
sure Review Committee credits.

e For each due from foreign bank—
demand deposit so identified, tran-
scribe appropriate information to
line sheets and forward the informa-
tion to the examiner assigned
“International—Loan Portfolio
Management.”

c. Loans criticized during the previous
examination (due from foreign banks—
demand portion):

» Determine the disposition of the due
from foreign banks—demand so criti-
cized by transcribing:

— Current balance and payment
status, or

— Date the deposit was paid and the
source of repayment.

Transcribe or compare information from the
above schedules to credit line sheets, where
appropriate, and indicate any cancelled
bank lines.
Prepare credit line cards for any due from
foreign banks—demand not in the sample
which, based on information derived from
the above schedules, requires in-depth
review.
Obtain liability and other information on
common borrowers from examiners as-
signed to cash items, overdrafts and loan
areas and together decide who will review
the borrowing relationship. Pass or retain
completed credit line cards.

Obtain credit files for all due from foreign

banks—demand for whom credit line cards

were prepared and complete credit line
cards where appropriate. To analyze the
loans, perform the procedures set forth in
step 14 of the International—Due From

Banks—Time section.

By reviewing appropriate bank records,

determine that:

a. Profit or losses resulting from revalua-
tion adjustment on net open positions
spot are passed properly to the respective
due from foreign bank—demand
(nostro) account (usually monthly).

b. At the delivery of the “swap” forward
contract, proper entries are made to the
respective due from foreign bank—
demand (nostro) and swap adjustment
accounts.

March 1994
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Due From Banks: Examination Procedures

2010.

21.

22.

23.

Determine compliance with laws, regula-
tions and rulings pertaining to due from
foreign banks—demand activities by per-
forming the following for:

a. Reporting of Foreign Exchange Activities: 24.

» Determine that Foreign Currency Forms
FC-1, FC-2, FC-la and FC-2a, as
required, are submitted to the Depart-
ment of the Treasury under the provi-
sions of 31 CFR 128.

» Check that copies of those forms are
forwarded by each state member bank
to the Federal Reserve at each filing
time specified in 31 CFR 128.

Note: Due from foreign banks—demand
(nostro) deposits will be reviewed, dis-
cussed with appropriate bank officers, and
prepared in suitable report form by the
examiner assigned “International—Due
From Banks—-Time”, if the bank maintains
international due from banks—time and/or
call money deposits.

Forward list of due from banks accounts to
the examiner assigned to “Investment

Securities” and to “Loan Portfolio
Management.”
Consult with the examiner assigned “Asset/

Liability Management” and provide the

following, if requested:

a. Alisting, by maturity and amount, of due
from banks—time deposits.

b. The amounts of due from banks—

25.

demand deposits that exceed the require
reserve balance at the Federal Reserv
Bank and that exceed the working bal-
ances at correspondent banks.

Discuss with appropriate officer(s) and pre

pare in suitable report form of:

a. Cancelled due from foreign banks—
demand deposit lines that are unpaid.

b. Violations of laws, regulations and rulings.

c. Internal control exceptions and deficien-
cies, or noncompliance with written pol-
icies, practices and procedures.

d. Any items to be considered for
charge-off.

e. Uncorrected audit deficiencies.

f. Due from foreign banks—demand depos:
its not supported by current and com-
plete financial information.

g. Due from foreign banks—demand depos
its on which documentation is deficient.

h. Concentrations.

i. Criticized loans (portions applicable to
due from foreign banks—demand
deposits).

j- Due from foreign banks—demand depos:

its which for any other reason are
questionable as to quality and ultimate
collection.

k. Other matters regarding condition of the
department.

Update the workpapers with any informa-

tion that will facilitate future examinations.
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Due From Banks

Internal Control Questionnaire
Effective date March 1984

Section 2010.4

Review the bank’s internal controls, policies,
practices and procedures for due from bank
accounts. The bank’s system should be docu-
mented in a complete and concise manner and
should include, where appropriate, narrative *5,
descriptions, flowcharts, copies of forms used
and other pertinent information. Items marked
with an asterisk require substantiation by obser-
vation or testing.

sign of alteration and are payments or paic

drafts compared with such statements b

the persons who prepare bank reconcile

ments (if so, skip question 5)?

If the answer to question 4 is no, are bank

statements and paid drafts or payment

handled before reconcilement only by per-
sons who do not also:

a. Issue drafts or official checks and pre-
pare, add or post the general or subsid
iary ledgers?

b. Handle cash and prepare, add o
post the general ledger or subsidiary
ledgers?

Are bank reconcilements prepared by per

sons who do not also:

a. Issue drafts or official checks?

b. Handle cash?

c. Prepare general ledger entries?

Concerning bank reconcilements:

a. Are amounts of paid drafts or repay-
ments compared or tested to entries ol
the ledgers?

. Are entries or paid drafts examined or
reviewed for any unusual features?

c. Whenever a delay occurs in the clear
ance of deposits in transit, outstanding
drafts and other reconciling items, are
such delays investigated?

d. Is a record maintained after an item ha:
cleared regarding the follow-up and

POLICIES FOR DUE FROM BANK
DOMESTIC AND FOREIGN—
DEMAND ACCOUNTS .
1. Has the board of directors, consistent with
its duties and responsibilities, adopted
written policies for due from bank accounts
that:

a. Provide for periodic review and approval
of balances maintained in each such
account?

. Indicate person(s) responsible for mon-
itoring balances and the application of
approved procedures?

. Establish levels of check-signing
authority?

. Indicate officers responsible for approval
of transfers between correspondent
banks and procedures for documenting
such approval?

. Indicate the supervisor responsible for

7.

regular review of reconciliations and
reconciling items?
f. Indicate that all entries to the accounts
are to be approved by an officer or
appropriate supervisor and that such
approval will be documented?
Establish time guidelines for charge-off
of old open items?
. Are the policies for due from bank accounts
reviewed at least annually by the board or
the board's designee to determine their
adequacy in light of changing conditions?

g.

reason for any delay?

. Are follow-up and necessary adjusting
entries directed to the department orig-
inating or responsible for the entry for
correction with subsequent review of
the resulting entries by the person
responsible for reconcilement?

f. Is a permanent record of the accoun
reconcilement maintained?

. Are records of the account reconcile-

ments safeguarded against alteration?

Are all reconciling items clearly

described and dated?

i. Are details of account reconcilement

reviewed and approved by an officer or

h.

BANK RECONCILEMENTS €
supervisory employee?

Does the person performing reconcile-
ments sign and date them?
Are reconcilement duties for foreign

3. Are bank reconcilements prepared J-
promptly upon receipt of the statements?

*4. Are bank statements examined for any k.

March 1994
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Due From Banks: Internal Control Questionnaire

demand accounts rotated on a formal
basis?

DRAFTS

8. Are procedures in effect for the handling

of

*a.

b.
c.

*K.

drafts so that:

All unissued drafts are maintained
under dual control?

All drafts are prenumbered?

A printer’s certificate is received with
each supply of new prenumbered
drafts?

each bank?

. Drafts are never issued payable Qg4
cash? ’
Voided drafts are adequately cancelled
to prevent possible reuse?

. Arecord of issued and voided drafts is*12

maintained?

. Drafts outstanding for an unreason-

able period of time (perhaps six months

or more) are placed under speciaLls
controls? '
All drafts are signed by an authorized

employee?

The employees authorized to sign

drafts are prohibited from doing so «
before a draft is completely filled out?

If a check-signing machine is used,

controls are maintained to prevent its
unauthorized use?

FOREIGN CASH LETTERS

9. 1Is

that:

a.

b.

C.

*a. They are delivered unopened and
reviewed by someone who is not
responsible for preparation of cash
letters?

. All large unusual items or items on
which an employee is listed as maker,
payee or endorser are reported to an
officer?

. Items reported missing from cash let-
ters are promptly traced and a copy
sent for credit?

. . FOREIGN EXCHANGE
. A separate series of drafts is used fo/rACTIVITIES

Are persons handling and reconciling due
from foreign bank—demand accounts
excluded from performing foreign ex-
change and position clerk functions?

Is there a daily report of settlements made
and other receipts and payments of foreign
currency affecting the due from foreign
bank—demand accounts?

Is each due from foreign bank—-demand
foreign currency ledger revalued monthly
and are appropriate profit or loss entries
passed to applicable subsidiary ledgers
and the general ledger?

14. Does an officer not preparing the calcula-

tions review revaluations of due from
foreign bank—demand ledgers, including
the verification of rates used and the
resulting general ledger entries?

OTHER—FOREIGN

the handling of foreign cash letters such

They are prepared and sent on a daily
basis?

They are copied or photographed prior
to leaving the bank?

A copy of proof or hand run tape is
properly identified and retained?

. Records of foreign cash letters sent to

correspondent banks are maintained,
identifying the subject bank, date an
amount?

18.

FOREIGN RETURN ITEMS

10. Are there procedures for the handling of
return items so that:

*15.

16.

q 17

Are separate dual currency general ledger
or individual subsidiary accounts main-

tained for each due from foreign bank—

demand account, indicating the foreign

currency balance and a U.S. dollar (or
local currency) equivalent balance?

Do the above ledger or individual subsid-
iary accounts clearly reflect entry and

value dates?

Are the above ledger or individual sub-

sidiary accounts balanced to the general
ledger on a daily basis?

Does international division management
receive a daily trial balance of due from

foreign bank—demand customer balances
by foreign currency and U.S. dollar (or

local currency) equivalents?

March 1994

Page 2

Commercial Bank Examination Manual



Due From Banks: Internal Control Questionnaire

2010.

OTHER

19. Is a separate general ledger account or

20.

21.

individual subsidiary account maintained
for each due from bank account?

Are overdrafts of domestic and foreign

due from bank accounts properly recorded 22.

on the bank’s records and promptly re-

ported to the responsible officer?

Are procedures for handling the Federal

Reserve account established so that:

a. The account is reconciled on a daily
basis?

b. Responsibility is assigned for assuring 23.

that the required reserve is maintained?

c. Figures supplied to the Federal Reserve
for use in computing the reserve require-

ment are reviewed to ensure they do no
include asset items ineligible for meet-
ing the reserve requirement, and tha
all liability items are properly classified
as required by Regulation D and its
interpretations?
Does the foregoing information constitute
an adequate basis for evaluating interna
control in that there are no significant
deficiencies in areas not covered in this
questionnaire that impair any controls?
Explain negative answers briefly and indi-
cate any additional examination proce-
dures deemed necessary.
Based on a composite evaluation, a
evidenced by answers to the foregoing
questions, internal control is considerec
(adequate/inadequate).
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Investment Securities and End-User Activities
Effective date November 1997 Section 2020.1

This section provides guidance on the manage-are held either directly or through Edge Act
ment of a depository institution’s investment corporations;

and end-user activities. The guidance applies to banking-agency policies on certain high-risk
all securities inheld-to-maturityand available- mortgage derivative products; and
for-saleaccounts as defined in the Statement of unsuitable investment practices.

Financial Accounting Standards No. 115 (FAS

115), all certificates of deposit held for invest-

ment purposes, and all off-balance-sheet (OB)IMITATIONS AND

derivative contracts not held in trading accountRESTRICTIONS ON SECURITIES
(end-user derivative contractsjThe guidance HOLDINGS

also covers all securities used for investment

purposes, including, money market instrumentviany states extend the same investment authol
fixed and floating-rate notes and bonds, strugijes available to national banks to their chartere
tured notes, mortgage pass-through and othganks—often with direct reference. In turn, the
asset-backed securities, and mortgage-derivati¥@curity investments of national banks are gov
products. All end-user derivative instrumentserned by the seventh paragraph of 12 USC 2
used for nontrading purposes, such as swapgection 5136 of the Revised Statutes) and b
futures, and options, are also discussed. the investment securities regulation of the Office
Institutions must ensure that their investmengf the Comptroller of the Currency (OCC).
and end-user activities are permissible and ynder 12 USC 24, an “‘investment security”
appropriate within established limitations ands defined as a debt obligation that is not pre
restrictions on bank holdings of these instrugominantly speculative. A security is not pre-
ments. Institutions should also employ soun@ominantly speculative if it is rated investment-
rlSk-management praCt|CeS C(?nSIStently aCroﬁ'ade. An “investment-grade security” has beer
these varying product categories, regardless ghted in one of the four highest rating categorie
their legal characteristics or nomenclature. Thigy two or more nationally recognized statistical
section provides examiners with guidance on—rating organizations (one rating may suffice if
o ) the security has only been rated by one organ
* the permissibility and appropriateness 0fation). For example, securities rated AAA, AA,
securities holdings by state member banks; A, and BBB by Standard and Poor’s and Aaa
sound risk-management practices and intern@lag A A-1, Baa-1, and Baa by Moody’s are
controls used by banking institutions in theirconsidered investment-grade. In the case of spl
investment and end-user activities; ~ ratings—different ratings from different rating
review of securities and derivatives acquiregyganizations—the lower rating applies. Although
seas branches forllts own account, as well asally sound and updated frequently, bank per
on the bank’s foreign equity investments thakonnel should keep in mind that ratings are onl;
evaluations of probabilities. To determine appro
_ o priate credit limits for a particular counterparty,
1. In general'terms, derivatives are financial contraptihe bank should supplement bond ratings witl
whose value derives from the value of one or more underlyin

assets, interest rates, exchange rates, commodities, or finangﬁ own credit analy5i§ of the issuer. (See table
or commodity indexes. for a summary of rating systems.)
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2020.1 Investment Securities and End-User Activities

Table 1—Summary of Rating Systems

Standard & Poor’s Moody's Description

Bank-Quality Investments

AAA Aaa Highest grade obligations
AA Aa High grade obligations
A A-1, A Upper medium grade
BBB Baa-1, Baa Medium grade, on the borderline between defi-

nitely sound obligations and those containing
predominantly speculative elements

Speculative and Defaulted Issues

BB Ba Lower medium grade with only minor investment
characteristics
B B Low grade, default probable
Ccc, cc, c, D Caa, Ca, C Lowest rated class, defaulted, extremely poor
prospects
Bank-Eligible Securities the percentage of capital and surplus that such

holdings represent. For calculating concentra-
The OCC's investment-securities regulationtion limits, the term “capital and surplus”
which was revised in 1996, identifies five basidncludes the balance of a bank’s allowance for
types of investment securities (types I, II, Ill, IV, loan and lease losses not included in tier 2
and V) and establishes limitations on a bank’sapital. Table 2 summarizes bank-eligible secu-
investment in those types of securities based oiities and their investment limitations.
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Investment Securities and End-User Activities 2020.

Table 2—Summary of New Investment-Type Categories

Type Category Characteristics Limitations

Type | securities * U.S. government securities No limitations on banks’ investment,
* General obligations of a state ordealing, or underwriting abilities.
political subdivision
« Obligations backed by the full
faith and credit of the U.S.
government
* FHLB, FNMA, and FHLMC debt

Type Il securities ¢ State obligations for housing, uniBanks may deal in, underwrite, or
versity, or dormitory purposes  invest subject to the limitation that the
« Obligations of development banksaggregate par value of the obligation of
 Debt of Tennessee Valley anyone obligor may not exceed 10 per-
Authority cent of a bank’s capital and surplus.
* U.S. Postal Service

Type Ill securities ¢ An investment security that doeshe aggregate par value of a bank’s

not qualify as atype I, I, IV, or V purchases and sales of the securities c
« Municipal revenue bonds any one obligor may not exceed 10 per-
» Corporate bonds cent of a bank’s capital and surplus.

Banks may not deal in or underwrite
these securities.

Type IV securities ¢ Small business—related securitieBor securities rated Aaa or Aa, no
e Residential and commercial investment limitations.
mortgage—related securities rated
Aaa and Aa For securities rated A or Baa, the
aggregate par value of a bank’s pur-
chases and sales of the securities of an
one obligor may not exceed 25 percen
of a bank’s capital and surplus.

For mortgage-related securities, no
investment limitations.

A bank may deal in type IV securities
which are fully secured by type | secu-
rities with limitation.

Type V securities  *Asset-backed securities (creditThe aggregate par value of a bank’s
card, auto, home equity, studentpurchases and sales of the securities c
loan, manufactured housing) any one obligor may not exceed 25 per-

cent of a bank’s capital and surplus.
* Residential and commercial
mortgage—related securities rated
below Aa, but still investment-
grade
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Type | securities are those debt instruments investment-grade, small-business-loan securi-
that national and state member banks can dealties as described in section 3(a)(53)(A) of the
in, underwrite, purchase, and sell for their own Securities Exchange Act of 1934 (15 USC
accounts without limitation. Type | securities 78c(a)(53)(A))
are obligations of the U.S. government or its
agencies, general obligations of states and For all type IV commercial and residential
political subdivisions, and mortgage-relatednortgage securities and for type IV small-
securities. A bank may purchase type | securitieBusiness-loan securities rated in the top two
for its own account subject to no limitations,rating categories, there is no limitation on the
other than the exercise of prudent bankinggmount a bank can purchase or sell for its own
judgment (see 12 USC 24 (7) and 15 USGccount. Type IV investment-grade, small-
78(c)(a)(41)). business-loan securities that are not rated in the

Type Il securities are those debt instrumenttop two rating categories are subject to a limit of
that national and state member banks may de@b percent of a bank’s capital and surplus for
in, underwrite, purchase, and sell for their owrany one issuer. In addition to being able to
accounts subject to a 10 percent limitation of gurchase and sell type IV securities, subject to
bank’s capital and surplus for any one obligorthe above limitation, a bank may deal in those
Type Il investments include obligations issuedype IV securities which are fully secured by
by the International Bank for Reconstructiontype | securities.
and Development; the Inter-American Develop- Type V securities consist of all ABS that are
ment Bank; the Asian Development Bank; thenot type IV securities. Specifically, they are
Tennessee Valley Authority; the United Stateslefined as marketable, investment-grade-rated
Postal Service; obligations issued by any state @ecurities that are not type IV and are “fully
political subdivision for housing, university, or secured by interests in a pool of loans to
dormitory purposes; and other issuers specifaumerous obligors and in which a national bank
cally identified in 12 USC 24 (7). could invest directly.” They include securities

Type Ill is a residual securities categorybacked by auto loans, credit card loans, home
consisting of all types of investment securitiequity loans, and other assets. Also included are
not specifically designated to another securityesidential and commercial mortgage securities
“type” category. Banks cannot deal in or under-as described in section 3(a)(41) of the Securities
write type lll securities, and their holdings of Exchange Act of 1934 (15 USC 78c(a)(41))
these instruments are limited to 10 percent of thevhich are not rated in one of the two highest
bank’s capital and surplus for any one obligor.investment-grade rating categories, but are still

Type IV securities include the following asset-investment-grade. A bank may purchase or sell
backed securities (ABS) that are fully securedype V securities for its own account provided
by interests in pools of loans made to numerouthe aggregate par value of type V securities
obligors: issued by any one issuer held by the bank does

not exceed 25 percent of the bank’s capital and
« investment-grade residential mortgage-relatesurplus.
securities offered or sold pursuant to section As mentioned above, type Il securities rep-
4(5) of the Securities Act of 1933 (15 USCresent a residual category. The OCC requires a
77d(5)) national bank to determine (1) that the type IlI
residential mortgage-related securities amstrument it plans to purchase is marketable
described in section 3(a)(41) of the Securitiesnd of sufficiently high investment quality and
Exchange Act of 1934 (15 USC 78c(a)(41))(2) that the obligor will be able to meet all
are rated in one of the two highest investmentpayments and fulfill all the obligations it has
grade rating categories undertaken in connection with the security. For
investment-grade commercial mortgage seciexample, junk bonds, which are often issued to
rities offered or sold pursuant to section 4(5finance corporate takeovers, are usually not
of the Securities Act of 1933 (15 USC 77d(5))considered to be of investment quality because
commercial mortgage securities as describetthey are predominately speculative and have
in section 3(a)(41) of the Securities Exchangdimited marketability.
Act of 1934 (15 USC 78c(a)(41)) are rated in The purchase of type Il and Il securities is
one of the two highest investment-grade ratingimited to 10 percent of equity capital and
categories reserves for each obligor when the purchase is
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based on adequate evidence of the makerlsorrower's ABS up to an additional 25 percent
ability to perform. That limitation is reduced to of capital (type V securities), for a total expo-
5 percent of equity capital and reserves for alfure of 50 percent of the bank’s capital anc
obligors in the aggregate when the judgment ofurplus. This could be expanded even further i
the obligor’s ability to perform is based predomi-the borrower also issued highly rated type IV
nantly on “reliable estimates.” The term “reli- securities upon which there is no investmen
able estimates” refers to projections of incomdimitation. However, exposure to any one issue
and debt-service requirements or conditionabf 25 percent or more should be considered
ratings when factual credit information is notcredit concentration, and banks are expected f
available and when the obligor does not have aarefully consider why exposures in excess o
record of performance. Securities purchase#5 percent do not entail an undue concentratior
subject to the 5 percent limitation may, in fact,(See table 2 for a summary of the new
become eligible for the 10 percent limitationinvestment-type categories.)
once a satisfactory financial record has been
established. Additional limitations on specific
securities that have been ruled eligible for investe |assification of Securities
ment are detailed in 12 CFR 1.3. The par value,
not the book value or purchase price, of thesyp-investment-quality securities are those i
security is the basis for computing the limita-which the investment characteristics are dis
tions. However, the limitations do not apply totinctly or predominantly speculative. This group
securities acquired through debts previously conncludes securities in grades below the fou
tracted. highest grades and unrated securities of equiv:
OCC regulations specifically provide fsepa- lent quality, defaulted securities, and sub:
rate type I, type Il, type I, type IV, and type V investment-quality stocks. As noted in table 3
limits. In the extreme, therefore, banks can lendecurities in grades below the four highes
15 percent of their capital to a corporate borgrades and unrated securities of equivalent qua
rower, buy the borrower's corporate bondsty will be valued at market price. The market
amounting to another 10 percent of capital angalue will be classified substandard, and the
surplus (type Il securities), and purchase thelepreciation will be classified doubtful. Depre-

Table 3—Security Classifications

Classification

Type of Security Substandard Doubtful Loss
Investment-quality XXX XXX XXX
Sub-investment-quality, except— Market Market XXX

value depreciation
Sub-investment-quality, municipal
general obligations Book XXX XXX
value

Defaulted securities and
sub-investment-quality stocks,

except— Market XXX Market
value depreciation
Defaulted municipal general
obligations:
Interim XXX Book value XXX
Final, i.e., when market is
reestablished Market XXX Market
value depreciation
Commercial Bank Examination Manual November 1997

Page 5



2020.1 Investment Securities and End-User Activities

ciation in defaulted securities and sub-investmenguality. Situations in which an institution appears
quality stocks will generally be classified loss;to be concealing low-quality securities to avoid
market value will be classified substandard. examination scrutiny and possible classification
An exception to the above is to be made forepresent an unsafe and unsound activity. Fur-
municipal general obligations, which are backedher, this type of transfer between affiliated
by the credit and taxing power of the issuer. Thdanks is a violation of section 23A of the
entire book value of sub-investment-quality mu+ederal Reserve Act.
nicipal general obligations that are not in default Any situations involving the transfer of low-
should be classified substandard. In the event qfuality or questionable securities should be
a default of a municipal general obligation, abrought to the attention of Reserve Bank super-
period of time is usually necessary to permit theisory personnel who, in turn, should notify the
market for these defaulted securities to stabilizical office of the primary federal regulator of
or for the issuer to put in place budgetary, tax, othe other depository institution involved in the
other actions that may eliminate the default otransaction. For example, if an examiner deter-
otherwise improve the post-default value of thenines that a state member bank or holding
securities. The market for the defaulted securicompany has transferred or intends to transfer
ties will be periodically reviewed by the regu-low-quality securities to another depository
latory authorities. Upon a determination that dnstitution, the Reserve Bank should notify the
functioning market has been reestablished, deprgzcipient institution’s primary federal regulator
ciation on defaulted municipal general obliga-of the transfer. The same notification require-
tions will be classified as loss. During thisment holds true if an examiner determines that a
interim, the book value of all defaulted munici-state member bank or holding company has
pal general obligation securities will be classi-acquired or intends to acquire low-quality secu-
fied doubtful. rities from another depository institution. This
Banks are required to maintain adequate crediirocedure applies to transfers involving savings
information in their files to demonstrate thatand loan associations and savings banks, as well
they are exercising prudent judgment in theias commercial banking organizations.
securities and derivative transactions. Unrated Sjtyations may arise when transfers of secu-
securities must be evaluated by the bank tties are undertaken for legitimate reasons. In
determine if the instrument is a bank-eligiblethese cases, the securities should be properly
investment. Examiners must ensure that thgscorded on the books of the acquiring institu-
bank’'s methodology for evaluating unratedion at their fair value on the date of transfer. If
securities is sound. All credit-related informa-the transfer was with the parent ho|d|ng com-

tion and analyses should be retained for as longany or a nonbank affiliate, the records of the
as the security remains in the bank’s portfolio.affiliate should be reviewed as well.

The transfer of low-quality securities from
one depository institution to another may be
made to avoid detection and classification dur- L .
ing regulatory examinations, and may be accomPermissible Stock Holdings
plished through participations, purchases or sales,
and asset swaps with other affiliated or nonafThe purchase of securities convertible into stock
filiated financial institutions. Broadly defined, at the option of the issuer is prohibited (12 CFR
low-quality securities include depreciated orl.10). Other than as specified in table 4, banks
sub-investment-grade securities of questionabkre prohibited from investing stock.

Table 4—Permitted Stock Holdings by Member Banks

Type of Stock Authorizing Statute and Limitation

Federal Reserve Bank Federal Reserve Act, sections 2 and 9 (12 USC 282 and 321) and
Regulation | (12 CFR 209)— Subscription must equal 6 percent of
the bank’s capital and surplus, 3 percent paid in.

November 1997 Commercial Bank Examination Manual
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Type of Stock

Authorizing Statue and Limitation

Safe deposit corporation

Corporation holding bank
premises

Small business investment
company

Edge and agreement
corporations and
foreign banks

Banking service corporation

Federal National Mortgage
Corporation

Bank’s own stock

Corporate stock acquired
through debt previously
contracted (DPC) transaction

Operations subsidiaries

State housing corporation
incorporated in the state
in which the bank is located

12 USC 24—15 percent of capital and surplus.

Federal Reserve Act, section 24A (12 USC 371(d))—100 perce
of capital stock. Limitation includes total direct and indirect
investment in bank premises in any form (such as loans). Ma
mum limitation may be exceeded with permission of the Feder
Reserve Bank for state member banks and the Comptroller of 1
Currency for national banks.

Small Business Investment Act of August 21, 1958, section 302(
(15 USC 682(b))—Banks are prohibited from acquiring shares
such a corporation if, upon making the acquisition, the aggrege
amount of shares in small business investment companies tt
held by the bank would exceed 5 percent of its capital and surplt

Federal Reserve Act, sections 25 and 25A (12 USC 601 a
618)—The aggregate amount of stock held in all such corporatio
may not exceed 10 percent of the member bank’s capital a
surplus. Also, the member bank must possess capital and surg
of $1 million or more before acquiring investments pursuant t
section 25.

Bank Service Corporation Act of 1958, section 2(a) (12 USC 1
and 1862)—10 percent of capital and surplus. Limitation include
total direct and indirect investment in any form. No insured bank
may invest more than 5 percent of their total assets.

National Housing Mortgage Association Act of 1934, sec
tion 303(f) (12 USC 1718(f))—No limit.

12 USC 83—Shares of the bank’s own stock may not be acqui
or taken as security for loans, except as necessary to prevent |
from a debt previously contracted in good faith. Stock so acquire
must be disposed of within six months of the date of acquisitio

Case law has established that stock of any corporation debt may
acquired to prevent loss from a debt previously contracted in got
faith. See Oppenheimer v. Harriman National Bank & Trust Co. ¢
the City of New York, 301 US 206 (1937). However, if the stock
is not disposed of within a reasonable time period, it loses its stat
as a DPC transaction and becomes a prohibited holding unc
12 USC 24(7).

12 CFR 250.141—Permitted if the subsidiary is to perform
locations at which the bank is authorized to engage in busine
functions that the bank is empowered to perform directly.

12 USC 24—5 percent of its capital stock, paid in and unimpaire
plus 5 percent of its unimpaired surplus fund when consider
together with loans and commitments made to the corporation.

Commercial Bank Examination Manual November 1997
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Type of Stock Authorizing Statue and Limitation

Agricultural credit 12 USC 24—20 percent of capital and surplus unless the bank

corporation owns over 80 percent. No limit if the bank owns 80 percent or
more.

Government National 12 USC 24—No limit.

Mortgage Association

Student Loan Marketing 12 USC 24—No limit.
Association

Bankers’ banks 12 USC 24—10 percent of capital stock and paid-in and unim-
paired surplus. Bankers’ banks must be insured by the FDIC,
owned exclusively by depository institutions, and engaged solely
in providing banking services to other depository institutions and
their officers, directors, or employees. Ownership shall not resultin
any bank’s acquiring more than 5 percent of any class of voting
securities of the bankers’ bank.

Mutual funds 12 USC 24(7)—Banks may invest in mutual funds as long as the
underlying securities are permissible investments for a bank.

Community development Federal Reserve Act, section 9, paragraph 23 (12 USC 338a)—Up

corporation to 10 percent of capital stock and surplus subject to 12 CFR
208.21.

EVALUATING RISK In evaluating an institution’s risk-management

MANAGEMENT AND process, examiners should consider the nature

INTERNAL CONTROLS and size of its holdings. Examiner judgment

plays a key role in assessing the adequacy of an

Examiners are expected to conduct an adequdftstitution’s risk-management process for secu-
evaluation of the risk-management process uséHi€S and derivative contracts. Examiners should
to acquire and manage the securities and derivi2CUs on evaluating an institution’s understand-
tive contracts used in nontrading activities. IfNg Of the risks involved in the instruments it

conducting this analysis, examiners should evalfl0lds. Regardless of any responsibility, legal or

ate the following four key elements of a soundPtherwise, assumed by a dealer or counterparty
risk-management process: for a particular transaction, the acquiring insti-

active board and senior management oversight _ . . »
supervisory topics applicable to securities and off-balance-

* adequate risk-management policies and limitgeet instruments can be found in this manual,Goemer-
e appropriate risk-measurement and reportingal Bank Examination Manuathe Bank Holding Company
systems Suervision Manual,and the Trust Activities Examination
[ Manual,as well as in various supervision and regulation (SR)
¢ comprehenswe internal controls letters, including SR-90-16, “Implementation of Examination
. L . . . Guidelines for the Review of Asset Securitization Activities”;
This section identifies basic factors that examinersr-91-4, “Inspection of Investment-Adviser Subsidiaries of

should consider in evaluating these elements fdtank Holding Companies”; SR-92-1, “Supervisory Policy

investment and end-user activities; it reiterateS@ement on Securities Activities”,; SR-93-69, "Risk Man-
agement and Internal Controls for Trading Activities”; and

and supplements existing guidance and direGr.g5.17, “Evaluating the Risk Management and Internal
tives on the use of these instruments for noneontrols of Securities and Derivative Contracts Used in

trading purposes as provided in various supepontrading Activities” Examiners of U.S. branches and

visory letters and examination manuals agencies of foreign banks should take the principles included
y ! in these guidelines into consideration in accordance with the

_— procedures set forth in tHexamination Manual for Branches
2. Existing policies and examiner guidance on variousand Agencies of Foreign Banking Organizations.
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tution is ultimately responsible for understand-periodically review information that is suffi-
ing and managing the risks of the transactionsiently detailed and timely to allow them to
into which it enters. Failure of an institution to understand and assess the credit, market, a
adequately understand, monitor, and evaluat&uidity risks facing the institution as a whole
the risks involved in its securities or derivativeand its securities and derivative positions ir
positions, either through lack of internal experparticular. These reviews should be conducted :
tise or inadequate outside advice, constitutes daast quarterly and more frequently when the
unsafe and unsound banking practice. institution holds significant positions in complex
As with all risk-bearing activities, institutions instruments. In addition, the board should peri
should fully support the risk exposures of nonodically reevaluate the institution’s business
trading activities with adequate capital. Bankingstrategies and significant risk-management pol
organizations should ensure that their capitaties and procedures, placing special emphas
positions are sufficiently strong to support all theon the institution’s financial objectives and risk
risks associated with these activities on a fulljolerances. The minutes of board meetings an
consolidated basis and should maintain adequagécompanying reports and presentation mater
capital in all affiliated entities engaged in thesels should clearly demonstrate the board’s ful
activities. In evaluating the adequacy of arfillment of these basic responsibilities. The sec
institution’s capital, examiners should considetion of this guidance on managing specific risks
any unrecognized net depreciation or appreci@rovides guidance on the types of objectives
tion in an institution’s securities and derivativerisk tolerances, limits, and reports that director:
holdings. Further consideration should also b&hould consider.
given to the institution’s ability to hold these The board of directors should also conduc
securities and thereby avoid recognizing lossegnd encourage discussions between its membe
and senior management, as well as betwee
senior management and others in the institutior
. . on the institution’s risk-management proces:
Board of Directors and Senior and risk exposures. Although it is not essentia
Management Oversight for board members to have detailed technice
knowledge of these activities, if they do not, it is
Active oversight by the institution’s board of their responsibility to ensure that they have
directors and relevant senior management isdequate access to independent legal and pr
critical to a sound risk-management procesgessional advice on the institution’s securities
Examiners should ensure that these individualsnd derivative holdings and strategies. The
are aware of their responsibilities and that theyamiliarity, technical knowledge, and awarenes:
adequately perform their appropriate roles irof directors and senior management should b
overseeing and managing the risks associatedmmensurate with the level and nature of al
with nontrading activities involving securities institution’s securities and derivative positions.
and derivative instruments. Accordingly, the board should be knowledge-
able enough or have access to independe
advice to evaluate recommendations presente
Board of Directors by management or investment advisors.

The board of directors has the ultimate respon-

sibility for the level of risk taken by the institu- Senior Management

tion. Accordingly, the board should approve

overall business strategies and significant poliSenior management is responsible for ensurin
cies that govern risk-taking, including thosethat there are adequate policies and procedur
involving securities and derivative contracts. Infor conducting investment and end-user activi
particular, the board should approve policiesies on both a long-range and day-to-day basi:
identifying managerial oversight and articulat-Management should maintain clear lines of
ing risk tolerances and exposure limits for secuauthority and responsibility for acquiring instru-
rities and derivative activities. The board shouldnents and managing risk, setting appropriat
also actively monitor the performance and riskimits on risk-taking, establishing adequate sys
profile of the institution and its various securi-tems for measuring risk, setting acceptable star
ties and derivative portfolios. Directors shoulddards for valuing positions and measuring per
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formance, establishing effective internal controlstive holdings and the adequacy of the process
and enacting a comprehensive risk-reportingsed in managing those exposures. Depending
and risk-management review process. To pramn the size and nature of the institution, this
vide adequate oversight, management shoulgview function may be carried out by either
fully understand the institution’s risk profile, management or a board committee. Regard-
including that of its securities and derivativeless of size and sophistication, institutions
activities. Examiners should review the reportshould ensure that back-office, settlement, and
to senior management and evaluate whethéransaction-reconciliation responsibilities are
they provide both good summary informationconducted and managed by personnel who
and sufficient detail to enable management tare independent of those initiating risk-taking
assess the sensitivity of securities and derivativgositions.
holdings to changes in credit quality, market
prices and rates, liquidity conditions, and other
important risk factors. As part of its oversightponcies Procedures. and Limits
responsibilities, senior management should peri- ’ ’
odically review the organization's risk- nstitutions should maintain written policies and
management procedures to ensure that theyocedures that clearly outline their approach
remain appropriate and sound. Senior managgsr managing securities and derivative instru-
ment should also encourage and participate igients. These policies should be consistent with
active discussions with members of the boarghe organization’s broader business strategies,
and with risk-management staff regarding riskapita| adequacy, technical expertise, and gen-
measurement, reporting, and management prggg| willingness to take risks. They should
cedures. _ identify relevant objectives, constraints, and
Management should ensure that investmeny,igelines for both acquiring instruments and
and end-user activities are conducted by conmnanaging portfolios. In doing so, policies should
petent staff whose technical knowledge andstaplish a logical framework for limiting the
experience is consistent with the nature angarioys risks involved in an institution’s securi-
scope of the institution’s activities. There shouldjes and derivative holdings. Policies should
be sufficient depth in staff resources to managgearly delineate lines of responsibility and
these activities if key personnel are not availythority over securities and derivative activi-
able. Management should also ensure that bacfas They should also provide for the systematic
office and financial-control resources are suffireyiew of products new to the firm. Examiners
cient to manage and control risks effectively. ghoy|d evaluate the adequacy of an institution’s
risk-management policies and procedures in

. . . relation to its size, its sophistication, and the
Independence in Managing Risks scope of its activities.

The process of measuring, monitoring, and con-

trolling risks within an institution should be Specifying Objectives

managed as independently as possible from

those individuals who have the authority tO|nstitutions can use securities and derivative
initiate transactions. Otherwise, conflicts of internstruments for several primary and complemen-
est could develop. The nature and extent of thigyry purposes. Banking organizations should
independence should be commensurate Withyticulate these objectives clearly and identify
the size and complexity of an institution’s seCuthe types of securities and derivative contracts to
rities and derivative activities. Institutions withpe |sed for achieving them. Objectives also
large and complex balance sheets or with sigshoyld be identified at the appropriate portfolio
nificant holdings of complex instruments wouldang institutional levels. These objectives should

be expected to have risk managers or riskyyige the acquisition of individual instruments
management functions fully independent of the
individuals who have the authority to conduct————
transactions. Institutions with less complex hold- 3. Such purposes include, but are not limited to, generating
ings should ensure that there is some mechaniqiﬁm'.”gsucrea“”g funding opportunities, providing liquidity,

. . edging risk exposures, taking risk positions, modifying and
f_or independently reviewing bOt_h_ the level Qfmanaging risk profiles, managing tax liabilities, and meeting
risk exposures created by securities and derivatedging requirements.
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and provide benchmarks for periodically evaludimit excesses. Positions that exceed establishe
ating the performance and effectiveness of alimits should receive the prompt attention of
institution’s holdings, strategies, and programsappropriate management and should be resolve
Whenever multiple objectives are involved, manaccording to approved policies.
agement should identify the hierarchy of poten- | imits should implement the overall risk
tially conflicting objectives. tolerances and constraints articulated in gener
policy statements. Depending on the nature ¢
an institution’s holdings and its general sophis:
Identifying Constraints, Guidelines, and tication, limits can be identified for individual
Limits business units, portfolios, instrument types, o
specific instruments. The level of detail of risk
An institution’s policies should clearly articulate |imits should reflect the characteristics of the
the organization’s risk tolerance by identifyinginstitution’s holdings, including the types of risk
its willingness to take the credit, market, anto which the institution is exposed. Regardles:
||qU|d|ty risks involved in hOIdIng securities and of their Specific form or level of aggrega’[ion’
derivative contracts. A statement of authorize@imits should be consistent with the institution’s
instruments and activities is an important Vehiovera” approach to managing various types 0
cle for communicating these risk tolerancesisks. They should also be integrated to the
This statement should clearly identify permis-yllest extent possible with institution-wide lim-
sible instruments or instrument types and th@s on the same risks as they arise in othe
purposes or objectives for which the institutionactivities of the firm. Later in this section,
may use them. The statement also should identifpecific examiner considerations for evaluating
permissible credit quality, market-risk SenSitiVity,the policies and limits used in managing eacl
and liquidity characteristics of the instrumentspf the various types of risks involved in non-
and portfolios used in nontrading activities. Forrading securities and derivative activities are
example, in the case of market risk, policiesddressed.
should address the permissible degree of price
sensitivity and/or effective maturity volatility,
taking into account an instrument’s or port-
folio’s option and leverage characteristics. SpeciNew-Product Review
fications of permissible risk characteristics
should be consistent with the institution’s over-An institution’s policies should also provide for
all credit-, market-, and liquidity-risk limits and effective review of any products being consid-
constraints, and should help delineate a clear seted that would be new to the firm. An institu-
of institutional limits for use in acquiring spe- tion should not acquire a meaningful position in
cific instruments and managing portfolios. Lim-a new instrument until senior management an
its can be specified either as guidelines withirall relevant personnel (including those in internal:
the overall policies or in management operatingontrol, legal, accounting, and auditing func-
procedures. Further guidance on managing spgens) understand the product and can integrat
cific risks and on the types of constraints andt into the institution’s risk-measurement and
limits an institution might use in managing thecontrol systems. An institution’s policies should
credit, market, and liquidity risk of securities define the terms “new product” and “meaning-
and derivative contracts is provided later in thidul position” consistent with its size, complex-
section. ity, and sophistication. Institutions should not be
Limits should be set to guide acquisition anchesitant to define an instrument as a new proc
ongoing management decisions, control expaict. Small changes in the payment formulas o
sures, and initiate discussion within the organiether terms of relatively simple and standarc
zation about apparent opportunities and riskproducts can greatly alter their risk profiles anc
Although procedures for establishing limits andustify designation as a new product. New-
operating within them may vary among institu-product reviews should analyze all of the rel-
tions, examiners should determine whether thevant risks involved in an instrument and asses
organization enforces its policies and procehow well the product or activity achieves speci-
dures through a clearly identified system of riskied objectives. New-product reviews also shoulc
limits. The organization’s policies should alsoinclude a description of the relevant accounting
include specific guidance on the resolution ofjuidelines and identify the procedures for mea
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suring, monitoring, and controlling the risksexposures arising from lending and other busi-

involved. ness activities to obtain the institution’s overall
risk profile.
Examiners should evaluate whether the risk
Accounting Guidelines measures and the risk-measurement process

are sufficient to accurately reflect the different
The accounting systems and procedures used fiypes of risks facing the institution. Institutions
general-purpose financial statements and regahould establish clear risk-measurement stan-
latory reporting purposes are critically importantdards for both the acquisition and ongoing
to enhancing the transparency of an institution’snanagement of securities and derivative posi-
risk profile. Accordingly, an institution’s poli- tions. Risk-measurement standards should pro-
cies should provide clear guidelines on accounttide a common framework for limiting and
ing for all securities and derivative holdings.monitoring risks and should be understood
Accounting treatment should be consistent withy relevant personnel at all levels of the
specified objectives and with the institution’sinstitution—from individual managers to the
regulatory requirements. Furthermore, instituboard of directors.
tions should ensure that they designate each
cash or derivative contract for accounting purAcquisition standardsinstitutions conducting
poses consistent with appropriate accountingecurities and derivative activities should have
policies and requirements. Accounting for nonthe capacity to evaluate the risks of instruments
trading securities and OBS derivative contractbefore acquiring them. Before executing any
should reflect the economic substance of thtransaction, an institution should evaluate the
transactions. When instruments are used fonstrument to ensure that it meets the various
hedging purposes, the hedging rationale anabjectives, risk tolerances, and guidelines iden-
performance criteria should be well docu-ified by the institution’s policies. Evaluations of
mented. Management should reassess these déw credit-, market-, and liquidity-risk exposures
ignations periodically to ensure that they remairshould be clearly and adequately documented
appropriate. for each acquisition. Documentation should be

appropriate for the nature and type of instru-

ment; relatively simple instruments would prob-

. . ably require less documentation than instru-
Risk-Measurement and Reporting ments with significant leverage or option
Systems characteristics.

Institutions with significant securities and
Clear procedures for measuring and monitoringerivative activities are expected either to con-
risks are the foundation of a sound risk-duct in-house preacquisition analyses or use
management process. Examiners should enswpecific third-party analyses that are indepen-
that an institution sufficiently integrates thesedent of the seller or counterparty. Analyses
functions into its ongoing management procesgrovided by the originating dealer or counter-
and that relevant personnel recognize their rolparty should be used only when a clearly defined
and understand the instruments held. investment advisory relationship exists. Less
active institutions with relatively uncomplicated
holdings may use risk analyses provided by the
Risk Measurement dealer only if the analyses are derived using
standard industry calculators and market con-
An institution’s system for measuring the credit,ventions. Such analyses must comprehensively
market, liquidity, and other risks involved in depict the potential risks involved in the acqui-
cash and derivative contracts should be as comsition, and they should be accompanied by
prehensive and accurate as practicable. Thibcumentation that sufficiently demonstrates that
degree of comprehensiveness should be corthie acquirer understands fully both the analyses
mensurate with the nature of the institution’sand the nature of the institution’s relationship
holdings and risk exposures. Exposures to eachith the provider of these analyses. Notwith-
type of risk (that is, credit, market, liquidity) standing information and analyses obtained from
should be aggregated across securities amditside sources, management is ultimately
derivative contracts and integrated with similaresponsible for understanding the nature and
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risk profiles of the institution’s securities andprovided by dealers or counterparties. More
derivative holdings. active institutions should conduct periodic

When reviewing an instrument, it is a prudentevaluations and portfolio analyses using eithe
practice for institutions to obtain and compardn-house capabilities or outside-party analytica
price quotes and risk analyses from more thagsystems that are independent of sellers or coul
one dealer before acquisition. Institutions shoulderparties. Institutions should recognize tha
ensure that they clearly understand the respomdicative price quotes and model revaluation:
sibilities of any outside parties that providemay differ from the values at which transactions
analyses and price quotes. If analyses and prican be executed.
quotes provided by dealers are used, institutions
should assume that each party deals at armStress testingAnalyzing the credit, market, and
length for its own account unless a writtenliquidity risk of individual instruments, port-
agreement stating otherwise exists. Institution®lios, and the entire institution under a variety
should exercise caution when dealers limit thef unusual and stressful conditions is an impor
institution’s ability to show securities or deriva-tant aspect of the risk-measurement proces
tive contract proposals to other dealers to receiviglanagement should seek to identify the types o
comparative price quotes or risk analyses. As situations, or the combinations of credit anc
general sound practice, unless the dealer @narket events, that could produce substanti
counterparty is also acting under a specifitosses or liquidity problems. Typically, manage-
investment advisory relationship, an investor oment considers the institutions’s consolidatec
end-user should not acquire an instrument agxposures when managing nontrading securitie
enter into a transaction if its fair value or theand derivative contracts; therefore, the effect o
analyses required to assess its risk cannot Istress on these exposures should be reviewe
determined through a means that is independeBtress tests should evaluate changes in mark
of the originating dealer or counterparty. conditions, including alternatives in the under-

lying assumptions used to value instruments. Al

Portfolio-management standardgnstitutions major assumptions used in stress tests should |
should periodically review the performance anddentified.
effectiveness of instruments, portfolios, and Stress tests should not be limited to quantita
institutional programs and strategies. This revieviive exercises that compute potential losses ¢
should be conducted at least quarterly and shoutghins, but should include qualitative analyses o
evaluate the extent to which the institution’sthe tools available to management to deal witl
securities and derivative holdings meet the varivarious scenarios. Contingency plans outlining
ous objectives, risk tolerances, and guidelinesperating procedures and lines of communicatior
established by the institution’s policié$nstitu- both formal and informal, are important prod-
tions with large or highly complex holdings ucts of such qualitative analyses.
should conduct reviews more frequently. The appropriate extent and sophistication o

For internal measurements of risk, effectivean institution’s stress testing depend heavily ol
measurement of the credit, market, and liquiditghe scope and nature of its securities and derivz
risks of many securities and derivative contracttive holdings and on its ability to limit the effect
requires mark-to-market valuations. Accord-of adverse events. Institutions holding securitie:
ingly, the periodic revaluation of securities andor derivative contracts with complex credit,
derivative holdings is an integral part of anmarket, or liquidity risk profiles should have an
effective risk-measurement system. Periodiestablished regime of stress testing. Examinel
revaluations should be fully documented. Whershould consider the circumstances at each inst
available, actual market prices should be usedution when evaluating the adequacy or need fc
For less liquid or complex instruments, institu-stress-testing procedures.
tions with only limited holdings may use prop-
erly documented periodic prices and analyses

Risk Reporting

4. For example, the performance of instruments and portAn accurate, informative, and timely manage-
folios used to meet objectives for tax-advantaged earningﬁ,]ent information system is essential. Examiner
should be evaluated to ensure that they meet the neces'sarl’\{I L
credit-rating, market-sensitivity, and liquidity characteristicsSNOUld evaluate the adequacy of an institution’
established for this objective. monitoring and reporting of the risks, returns,
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and overall performance of security and derivanecessary expertise to identify and evaluate the
tive activities to senior management and thémportant assumptions incorporated in the risk-
board of directors. Management reports shoultheasurement methodologies it uses.
be frequent enough to provide the responsible
individuals with adequate information to judge
the changing nature of the institution’s risk .
profile and to evaluate compliance with statecpomprehens've Internal Controls and
policy objectives and constraints. Audit Procedures

Management reports should translate mea-
sured risks from technical and quantitative forInstitutions should have adequate internal
mats to formats that can be easily read angontrols to ensure the integrity of the manage-
understood by senior managers and directorg}ent process used in investment and end-user
who may not have specialized and technicalctivities. Internal controls consist of proce-
knowledge of all financial instruments used bydures, approval processes, reconciliations,
the institution. Institutions should ensure thaféviews, and other mechanisms designed to
they use a common conceptual framework foprovide a reasonable assurance that the institu-
measuring and limiting risks in reports to seniotion’s risk-management objectives for these
managers and directors. These reports shou@gtivities are achieved. Appropriate internal con-
include the periodic assessment of the perfotrols should address all of the various elements
mance of appropriate instruments or portfolio®f the risk-management process, including

in meeting their stated objective, subject to thé@dherence to polices and procedures, the adequacy
relevant constraints and risk tolerances. of risk identification, and risk measurement and

reporting.
An important element of a bank’s internal
Management Evaluation and Review controls for investment and end-user activities is
comprehensive evaluation and review by man-
Management should regularly review the instiagement. Management should ensure that the
tution’s approach and process for managingarious components of the bank’s risk-
risks. This includes regularly assessing the mettimanagement process are regularly reviewed and
odologies, models, and assumptions used ®valuated by individuals who are independent of
measure risks and limit exposures. Proper docthe function they are assigned to review.
mentation of the elements used in measuringlthough procedures for establishing limits and
risks is essential for conducting meaningfuffor operating within them may vary among
reviews. Limits should be compared with actuabanks, management should conduct periodic
exposures. Reviews should also consider whethegviews to determine whether the organization
existing measures of exposure and limits areomplies with its investment and end-user risk-
appropriate in view of the institution’s holdings, management policies and procedures. Positions
past performance, and current capital positionthat exceed established limits should receive the
The frequency of the reviews should reflecprompt attention of appropriate management
the nature of an institution’s holdings and theand should be resolved according to the process
pace of market innovations in measuring andlescribed in approved policies. Periodic reviews
managing risks. At a minimum, institutions with of the risk-management process should also
significant activities in complex cash or deriva-address any significant changes in the nature of
tive contracts should review the underlyinginstruments acquired, limits, and internal con-
methodologies of the models they use at leagtols that have occurred since the last review.
annually—and more often as market conditions Examiners should also review the internal
dictate—to ensure that they are appropriate antbntrols of all key activities involving securities
consistent. Reviews by external auditors or otheand derivative contracts. For example, for trans-
qualified outside parties, such as consultant@ction recording and processing, examiners
with expertise in highly technical models andshould evaluate and assess adherence to the
risk-management techniques, may often supplevritten policies and procedures for recording
ment these internal evaluations. Institutiondransactions. They should also analyze the
depending on outside parties to provide variougansaction-processing cycle to ensure the integ-
risk-measurement capabilities should ensure thaty and accuracy of the institution’s records and
the outside institution has personnel with thenanagement reports. Examiners should review
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all significant internal controls associated withating, and legal risks involved in securities anc
the management of the credit, market, liquidityderivative contracts for nontrading activities are
operational, and legal risks involved in securi-described below.
ties and derivative holdings.

The examiner should review the frequency,
scope, and findings of any independent internalredit Risk
and external auditors relative to the institution’s
securities and derivative activities. When appliBroadly defined, credit risk is the risk that an
cable, internal auditors should audit and test thissuer or counterparty will fail to perform on an
risk-management process and internal controBbligation to the institution. The policies of an
periodically. Internal auditors are expected tdnstitution should recognize credit risk as a
have a strong understanding of the specifisignificant risk posed by the institution’s secu-
products and risks faced by the organization. Inities and derivative activities. Accordingly, poli-
addition, they should have sufficient expertise t@ies should identify credit-risk constraints, risk
evaluate the risks and controls of the institutiontolerances, and limits at the appropriate instru
The depth and frequency of internal auditsnent, portfolio, and institutional levels. In doing
should increase if weaknesses and significaso, institutions should ensure that credit-risk
issues exist or if portfolio structures, modelingconstraints are clearly associated with specifie
methodologies, or the overall risk profile of theobjectives. For example, credit-risk constraint
institution has changed. and guidelines should be defined for instrument

In reviewing risk management of nontradingused to meet pledging requirements, genera
securities and derivative activities, internaltax-advantaged income, hedge positions, gene
auditors should thoroughly evaluate the effecate temporary income, or meet any other spe
tiveness of the internal controls used for meacifically defined objective.
suring, reporting, and limiting risks. Internal As a matter of general policy, an institution
auditors should also evaluate compliance witishould not acquire securities or derivative con
risk limits and the reliability and timeliness of tracts until it has assessed the creditworthines
information reported to the institution’s seniorof the issuer or counterparty and determined thz
management and board of directors, as well d§e risk exposure conforms with its policies. The
the independence and overall effectiveness @fedit risk arising from these positions should be
the institution’s risk-management process. Théncorporated into the overall credit-risk profile
level of confidence that examiners place in a®f the institution to the fullest extent possible.
institution’s audit programs, the nature of theGiven the interconnectedness of the variou
audit findings, and management’s response tisks facing the institution, organizations shoulc
those findings will influence the scope of thealso evaluate the effect of changes in issuer
current examination of securities and derivative€ounterparty credit standing on an instrument’s
activities. market and liquidity risk. As a matter of policy,

Examiners should pay special attention tdhe board of directors and responsible senic
significant changes in the nature of instrument§'anagement should be informed of the institu
acquired, risk-measurement methodologies, linfion’s total credit-risk exposures at least quarterly
its, and internal controls that have occurred

since the last examination. Significant changeSelection of securities dealersn managing
in earnings from securities and derivative contheir credit risk, institutions also should conside!

tracts, in the size of positions, or in the valueSettlement and presettlement credit risk. Th

at-risk associated with these activities shoul@election of dealers, investment bankers, an

also receive attention during the examination. brokers is particularly important in managing
these risks effectively. An institution’s policies

should identify criteria for selecting these orga-

. . nizations and list all approved firms. The

Evaluating Management of Specific  approval process should include a review o

Risks each firm’s financial statements and an evalue
tion of its ability to honor its commitments. An

Specific considerations in evaluating the keynquiry into the general reputation of the dealel

elements of sound risk-management systems &salso appropriate. The board of directors or «

they relate to the credit, market, liquidity, oper-committee thereof should set limits on the
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amounts and types of transactions authorized ferin those instances when the institution relies
each firm. They should also periodically review on the advice of a dealer's sales representa-
and reconfirm the list of authorized dealers, tive, the experience and expertise of the sales
investment bankers, and brokers. representative with whom business will be

The management of a depository institution conducted
should have sufficient knowledge about the N )
securities firms and personnel with whom theyn addition, the board of directors (or an appro-
are doing business. A depository institutiorPriate committee of the board) must ensure that
should not engage in securities transactions witie depository institution’s management has
any securities firm that is unwilling to provide established appropriate procedures to obtain and
complete and timely disclosure of its financialmaintain possession or control of securities
condition. Management should review the secupurchased. Purchased securities and repurchase-
rities firm’s financial statements and evaluat@greement collateral should only be left in
the firm’s ability to honor its commitments both Safekeeping with selling dealers when (1) the
before entering into transactions with the firmpoard of directors or an appropriate committee
and periodically thereafter. An inquiry into thethereof is completely satisfied as to the credit-
general reputation of the dealer also is necegvorthiness of the securities dealer and (2) the
sary. The board of directors or an appropriat@dgregate market value of securities held in
committee of the board should periodica”ysafekeeplng is within credit Ilmltatlpns that have
review and approve a list of securities firms withPeen approved by the board of directors (or an
whom management is authorized to do businesgPpropriate committee of the board) for unse-
The board or an appropriate committee therecﬁur.ed transactions (See the October 1985 FFIEC
should also periodically review and approvePolicy statement “Repurchase Agreements of
limits on the amounts and types of transactionBepository Institutions with Securities Dealers
to be executed with each authorized securitiegnd Others”).
firm. Limits to be considered should include State lending limits generally do not extend to
dollar amounts of unsettled trades, safekeepi::ﬁe safekeeping arrangements described above.
arrangements, repurchase transactions, secuNotwithstanding this general principle, a bank’s
ties |ending and borrowing, other transactiongoard of directors should establish prudent lim-
with credit risk, and total credit risk with an its for safekeeping arrangements. These pruden-
individual dealer. tial limits generally involve a fiduciary relation-

At a minimum, depository institutions should SiP: Which presents operational rather than

consider the following in selecting and retainingcr'?l_d't ”Sk.sd' . f h
a securities firm: 0 avoid concentrations of assets or other

types of risk, banking organizations should, to

the ability of the securities dealer and itsth® €xtent possible, try to diversify the firms

subsidiaries or affiliates to fulfill commit- "€y use for safekeeping arrangements. Further,

ments as evidenced by their capital strengtHNh”e certain transactions with securities dealers
liquidity, and operating results (This evidenceand safekee_plng custodians may en_tall only
should be gathered from current ﬁnanciapperatlonal risks, other transactions with these

data, annual reports, credit reports, and Othé}arties may involve credit risk that could, under
sour'ces of financial fnformation ) ’ some limited circumstances, be subject to statu-

, ) i _ tory lending limits, depending on applicable
* the dealer's general reputation or financiaiaie |aws. If certain transactions are deemed
stability and its fair and honest dealings W'thsubject to a state’s legal lending limit statute
customers (Other depository institutions thahacause of a particular safekeeping arrange-
have been or are currently customers of thgant the provisions of the state’s statutes would,
dealer should be contacted.) of course, control the extent to which the safe-
information available from state or federalkeeping arrangement complies with an indi-
securities regulators and securities industryidual state’s legal lending limit.

self-regulatory organizations, such as the

National Association of Securities DealersLimits. An institution’s credit policies should
concerning any formal enforcement actionslso include guidelines on the quality and quan-
against the dealer, its affiliates, or associatetity of each type of security that may be held.
personnel Policies should provide credit-risk diversifica-
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tion and concentration limits, which may define For derivative contracts and certain types o
concentrations to a single or related issuer arash transactions, master agreements (includir
counterparty, in a geographical area, or in oblinetting agreements) and various credit enhanci
gations with similar characteristics. Policiesments (such as collateral or third-party guaran
should also include procedures, such as increasegks) can reduce settlement, issuer, and countt
monitoring and stop-loss limits, for addressingparty credit risk. In such cases, an institution’s
deterioration in credit quality. credit exposures should reflect these risk
Sound credit-risk management requires thaeducing features only to the extent that the
credit limits be developed by personnel whoagreements and recourse provisions are legal
are independent of the acquisition function. Irenforceable in all relevant jurisdictions. This
authorizing issuer and counterparty credit linedegal enforceability should extend to any insol-
these personnel should use standards that arency proceedings of the counterparty. Institu
consistent with those used for other activitiegsions should be prepared to demonstrate suff
conducted within the institution and with thecientdue diligence in evaluating the enforceability
organization’s overall policies and consolidatedf these contracts.
exposures. To assess the creditworthiness of |n reviewing credit exposures, examiners

other organizations, institutions should not relyshould consider the extent to which positions
solely on outside sources, such as standardizestceed credit limits and whether exceptions ar
ratings provided by independent rating agenciesesolved according to the institution’s adoptec
but should perform their own analysis of apolicies and procedures. Examiners should als
counterparty’s or issuer’s financial strength. Inevaluate whether the institution’s reports
addition, examiners should review the Creditadequate|y provide all personne| involved in the
approval process to ensure that the credit riskgcquisition and management of financial instru
of specific products are adequately identifiegnents with relevant, accurate, and timely infor-

and that credit-approval procedures are followeghation about the credit exposures and approve
for all transactions. credit lines.

For most cash instruments, credit exposure is
measured as the current carrying value. In the
case of many derivative contracts, especially
those traded in OTC markets, credit exposure iMarket Risk
measured as the replacement cost of the posi-
tion, plus an estimate of the institution’s poten-Market risk is the exposure of an institution’s
tial future exposure to changes in the replacdinancial condition to adverse movements in the
ment value of that position in response to markemarket rates or prices of its holdings before sucl
price changes. Replacement costs of derivativieoldings can be liquidated or expeditiously off-
contracts should be determined using currersiet. It is measured by assessing the effect
market prices or generally accepted approache§anging rates or prices on either the earnings ¢
for estimating the present value of future pay€conomic value of an individual instrument, a
ments required under each contract, at curreportfolio, or the entire institution. Although
market rates. many banking institutions focus on carrying

The measurement of potential future creditvalues and reported earnings when assessi
risk exposure for derivative contracts is morenarket risk at the institutional level, other mea-
subjective than the measurement of currergures focusing on total returns and changes |
exposure and is primarily a function of the timeeconomic or fair values better reflect the poten
remaining to maturity; the number of exchange&ial market-risk exposure of institutions, port-
of principal; and the expected volatility of the folios, and individual instruments. Changes in
price, rate, or index underlying the contractfair values and total returns directly measure th
Potential future exposure can be measured usijfect of market movements on the economi
an institution’s own simulations or, more sim-value of an institution’s capital and provide
ply, by using add-ons such as those included igignificant insights into their ultimate effects on
the Federal Reserve’s risk-based capital guidéhe institution’s long-term earnings. Institutions
lines. Regardless of the method an institutioshould manage and control their market risk:
uses, examiners should evaluate the reasonablsing both an earnings and an economic-valu
ness of the assumptions underlying the instituapproach, and at least on an economic or fail
tion’s risk measure. value basis.
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When evaluating capital adequacy, examinengrocedures to validate the models and periodi-
should consider the effect of changes in marketally review all elements of the modeling pro-
rates and prices on the economic value of theess, including its assumptions and risk-
institution by evaluating any unrealized losses irmeasurement techniques. Institutions relying on
an institution’s securities or derivative positionsthird parties for market-risk measurement sys-
This evaluation should assess the ability of théems and analyses should fully understand the
institution to hold its positions and function as aassumptions and techniques used by the third
going concern if recognition of unrealized losseparty.
would significantly affect the institution’s capi- Institutions should evaluate the market-risk
tal ratios. Examiners also should consider thexposures of their securities and derivative posi-
impact that liquidating positions with unrealizedtions and report this information to their boards
losses may have on the institution’s promptof directors regularly, not less frequently than
corrective-action capital category. each quarter. These evaluations should assess

Market-risk limits should be established fortrends in aggregate market-risk exposure and the
both the acquisition and ongoing managemerngerformance of portfolios relative to their estab-
of an institution’s securities and derivative hold-lished objectives and risk constraints. They also
ings and, as appropriate, should address expshould identify compliance with board-approved
sures for individual instruments, instrumentimits and identify any exceptions to established
types, and portfolios. These limits should bestandards. Examiners should ensure that institu-
integrated fully with limits established for the tions have mechanisms to detect and adequately
entire institution. At the institutional level, the address exceptions to limits and guidelines.
board of directors should approve market-rislExaminers should also determine that manage-
exposure limits that specify percentage changesent reporting on market risk appropriately
in the economic value of capital and, whemaddresses potential exposures to basis risk, yield
applicable, in the projected earnings of thecurve changes, and other factors pertinent to the
institution under various market scenarios. Simiinstitution’s holdings. In this connection, exam-
lar and complementary limits on the volatility of iners should assess an institution’s compliance
prices or fair value should be established at theith broader guidance for managing interest-
appropriate instrument, product-type, and portrate risk in a consolidated organization.
folio levels, based on the institution’s willing- Complex andilliquid instruments often involve
ness to accept market risk. Limits on the varigreater market risk than broadly traded, more
ability of effective maturities may also be liquid securities. Often, this higher potential
desirable for certain types of instruments omarket risk arising from illiquidity is not cap-
portfolios. tured by standardized financial-modeling tech-

The scenarios an institution specifies fomiques. This type of risk is particularly acute for
assessing the market risk of its securities anmhstruments that are highly leveraged or that are
derivative products should be sufficiently rigor-designed to benefit from specific, narrowly
ous to capture all meaningful effects of anydefined market shifts. If market prices or rates
options. For example, in assessing interest-rat#o not move as expected, the demand for these
risk, scenarios such as 100, 200, and 300 badisstruments can evaporate. When examiners
point parallel shifts in yield curves should beencounter such instruments, they should review
considered as well as appropriate nonparallédlow adequately the institution has assessed its
shifts in structure to evaluate potential basispotential market risks. If the risks from these
volatility, and yield curve risks. instruments are material, the institution should

Accurately measuring an institution’s markethave a well-documented process for stress test-
risk requires timely information about the cur-ing their value and liquidity assumptions under a
rent carrying and market values of its securitieyariety of market scenarios.
and derivative holdings. Accordingly, institu-
tions should have market-risk measurement sys-
tems commensurate with the size and nature d¢fiquidity Risk
these holdings. Institutions with significant hold-
ings of highly complex instruments shouldBanks face two types of liquidity risk in their
ensure that they have independent means securities and derivative activities: risks related
value their positions. Institutions using internalto specific products or markets and risks related
models to measure risk should have adequate the general funding of their activities. The
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former, market-liquidity risk, is the risk that an money on derivative transactions may be require
institution cannot easily unwind or offset ato deliver collateral or settle a contract early,
particular position at or near the previous markepossibly at a time when the institution may face
price because of inadequate market depth ather funding and liquidity pressures. Early
disruptions in the marketplace. The latterterminations may also open additional, unin-
funding-liquidity risk, is the risk that the bank tended market positions. Management an
will be unable to meet its payment obligationsdirectors should be aware of these potentie
on settlement dates. Since neither type of liquidquidity risks and address them in the institu-
ity risk is unique to securities and derivativetion’s liquidity plan and in the broader context
activities, management should evaluate thesdf the institution’s liquidity-management pro-
risks in the broader context of the institution’scess. In their reviews, examiners should con
overall liquidity. sider the extent to which such potential obliga:
When specifying permissible securities andions could present liquidity risks to the institution.
derivative instruments to accomplish established
objectives, institutions should take into account
the size, depth, and liquidity of the markets for, . .
specific inst?uments, gnd tr):e effect these Chaneratlng and Legal Risks

acteristics may have on achieving an ot.)JeCt'VeOperating risk is the risk that deficiencies in
The market liquidity of certain types of Instru- information systems or internal controls will
ments may make them entirely inappropriate fOFesult in unexpected loss. Some specific source

uman error, system failure, or fraud. Inaccu:

icnasr:n?r%\(le?wtgn lt:r:)? Ig(lgg:t);eofS?;f;]eeren(t)\s)é?r?;::] ately assessing or controlling operating risks i
: pie, 9 ne of the more likely sources of problems

agency securities may have embedded Opt'orfgcing institutions involved in securities and
that make them highly illiquid during periods Ofderivative activities

market volatility and stress, despite their high : ! —_
credit rating. tchordingly, instituaions shoul%l Adequate internal controls are the first line of
clearly articulate the market-liquidity character-défense in controlling the operating risks involvec

istics of instruments to be used in accomplishingg‘ <l | : .
institutional objectives. ctivities. Of particular importance are internal

The funding risk of an institution becomes acontrols to ensure that persons executing tran:

more important consideration when its unreal@ctions are separated from those individual
ized losses are material; therefore, this risk€SPONSible for processing contracts, confirmin:

should be a factor in evaluating capital adequac{f@nsactions, controlling various  clearing
Institutions with weak liquidity positions are @cCOUnts, approving the accounting methodo
more likely to be forced to recognize these?dY Or entries, and performing revaluations.
losses and suffer declines in their accounting Institutions should have approved policies.
and regulatory capital. In extreme cases, theg®nsistent with legal requirements and interna
effects could force supervisors to take promppolicies, that specify documentation require-
corrective actions. ments for transactions and formal procedures fc
Examiners should assess whether the institgaving and safeguarding important document
tion adequately considers the potential liquidityRelevant personnel should fully understand th
risks associated with the liquidation of securitie§equirements. Examiners should also conside
or the early termination of derivative contractsthe extent to which institutions evaluate anc
Many forms of standardized contracts forCOﬂth' operating risks through internal audits
derivative transactions allow counterparties t&tress testing, contingency planning, and othe
request collateral or terminate their contract§hanagerial and analytical techniques.
early if the institution experiences an adverse An institution’s operating policies should
credit event or a deterioration in its financialestablish appropriate procedures to obtain an
condition. In addition, under situations of mar-maintain possession or control of instrument:
ket stress, customers may ask for the earlgurchased. Institutions should ensure that tran:
termination of some contracts within the contexactions consummated orally are confirmed a
of the dealer's market-making activities. Insoon as possible. As noted in earlier this sectior
these circumstances, an institution that owekanking organizations should, to the extent pos

an institution’s securities and derivative
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sible, seek to diversify the firms used for theimately securities issued by various governmental
safekeeping arrangements to avoid concentrantities of the countries in which the bank’s
tions of assets or other types of risk. foreign branches are located. These investments
Legal risk is the risk that contracts are notare held for a variety of purposes:
legally enforceable or documented correctly.
This risk should be limited and managed through They are required by various local laws.
policies developed by the institution’s legal® They are used to meet foreign reserve
counsel. At a minimum, guidelines and pro- requirements.
cesses should be in place to ensure the enforce-They result in reduced tax liabilities.
ability of counterparty agreements. Examiners They enable the bank to use new or increased
should determine whether an institution is re-discount facilities or benefit from greater
adequately evaluating the enforceability of its deposit or lending authorities.
agreements before individual transactions are They are used by the bank as an expression of
consummated. Institutions should also ensure “goodwill” toward a country.
that the counterparty has sufficient authority to
enter into the transaction and that the terms of The examiner should be familiar with the
the agreement are legally sound. Institutiongpplicable sections of Regulation K (12 CFR
should further ascertain that their netting agree211) governing a member bank’s international
ments are adequately documented, have be#évestment holdings, as well as other regulations
executed properly, and are enforceable in affiscussed in this section. Because of the man-
relevant jurisdictions. Institutions should knowdatory investment requirements of some coun-
relevant tax laws and interpretations governingries, securities held cannot always be as “lig-
the use of netting instruments. uid” and “readily marketable” as required in
An institution’s policies should also provide domestic banking. However, the amount of a
conflict-of-interest guidelines for employees whdank’s “mandatory” holdings will normally be
are directly involved in purchasing securities? relatively small amount of its total investments
from and selling securities to securities dealergr capital funds.
on behalf of their institution. These guidelines A bank’s international division may also hold
should ensure that all directors, officers, an@ecurities strictly for investment purposes; these
employees act in the best interest of the instituare expected to provide a reasonable rate of
tion. The board of directors may wish to adopt€turn commensurate with safety considerations.
policies prohibiting these employees fromAs with domestic investment securities, the
engaging in personal securities transactions withank’s safety must take precedence, followed by
the same securities firms the institution usekquidity and marketability. Securities held by
without the specific prior approval of the board.international divisions are considered to be lig-
The board of directors may also wish to adopt &id if they are readily convertible into cash at
policy applicable to directors, officers, andtheir approximate carrying value. They are mar-
employees that restricts or prohibits them fronketable if they can be sold in a very short time at
receiving gifts, gratuities, or travel expense® price commensurate with yield and quality.
from approved securities dealer firms and theiBpeculation in marginal foreign securities to
personnel. generate more favorable yields is an unsound
banking practice and should be discouraged.
Banks are generally prohibited from investing
in stocks. However, a number of exceptions
INTERNATIONAL-DIVISION (detailed earlier in this section) are often appli-
INVESTMENTS cable to the international division. For example,
the bank may, under section 24A of the Federal
The same types of instruments exist in internaReserve Act (12 USC 371d), hold stock in
tional banking as in domestic banking. Securioverseas corporations that hold title to foreign
ties and derivative contracts may be acquired blgank premises. Both stock and other securities
a bank’s international division and oversea$oldings as required by various laws of a par-
branches for its own account, and foreign equityicular country in which the bank maintains a
investments may be held by the bank directly obranch may be permitted, with the permission of
through Edge Act corporations. The investmentthe Board, in unlimited amounts under section
held by most international divisions are predomi211.3 of Regulation K—Foreign Branches of
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Member Banks (12 CFR 211). Other sections ofome of these products can be relatively thin
Regulation K permit the bank to make equitymaking them difficult to liquidate if the need
investments in Edge Act and agreement corparises. Finally, new variants of these instrument
rations and in foreign banks, subject to certairrontinue to be introduced, whose price perfor
limitations. mance under varying market and economi
Standard & Poor’s, Moody’s, and other pub-conditions has not been tested.
lications from U.S. rating-services rate Canadian Under the February 10, 1992, supervisor
and other selected foreign securities that arpolicy statement of the Federal Financial Insti-
authorized for U.S. commercial bank investmentutions Examination Council (FFIEC), the bank-
purposes under 12 USC 24(7). However, inng agencies call for special management o
many other countries, securities-rating servicesiortgage-derivative products. A general prin-
are limited or nonexistent. When they do existgiple underlying this policy is that mortgage-
the ratings are only indicative and should belerivative products possessing average life ¢
supplemented with additional information onprice volatility in excess of a benchmark fixed-
legality, credit soundness, marketability, andate 30-year mortgage-backed pass-throug
foreign-exchange and country-risk factors. Theecurity are high-risk mortgage securities an
opinions of local attorneys are often the besare not suitable investments. All high-risk mort-
source of determining whether a particular forgage securities (defined later in this section
eign security has the full faith and credit backingacquired by depository institutions after Febru-
of a country’s government. ary 10, 1992, must be carried in the institution’s
Sufficient analytical data must be provided tdrading account or as assets available for sal
the bank’s board of directors and senior manMortgage-derivative products that do not mee
agement so they can make informed judgmentée definition of a high-risk mortgage security at
about the effectiveness of the international divithe time of purchase may be reported as helc
sion’s investment policy and procedures. Théo-maturity, available-for-sale, or held-for-
institution’s international securities and deriva-trading, as appropriate. Institutions must asce
tive contracts should be included on all boardain at least annually whether such product
and senior management reports detailing domebave become high-risk mortgage securities. Pu
tic securities and derivative contracts received:hases of high-risk mortgage securities befor
These reports should be timely and sufficiently-ebruary 10, 1992, generally will be reviewed in
detailed to allow the board of directors andaccordance with previously existing supervisory
senior management to understand and assess fiicies.
credit, market, and liquidity risks facing the Institutions generally should hold mortgage-
institution and its securities and derivativederivative products that meet the definition of &
positions. high-risk mortgage security only to reduce
interest-rate risk, in accordance with safe an
sound practices. Before taking a position in an
high-risk mortgage security, an institution should
MORTGAGE-DERIVATIVE conduct an analysis to ensure that the positio
PRODUCTS will reduce its overall interest-rate risk. Further-
more, depository institutions that purchase high
Some mortgage-derivative products exhibit conrisk mortgage securities must demonstrate th:
siderably more price volatility than mortgagesthey understand and are effectively managini
or ordinary mortgage pass-through securities. lthe risks associated with these instruments. Firs
not managed in a safe and sound manner, thes&lepository institution must determine whethe
products can expose investors to significant risk mortgage-derivative product is high risk before
of loss. The price volatility of these products ispurchasing it. A prospectus supplement or othe
caused in part by the uncertain cash flows thaupporting analysis that fully details the caskt
result from changes in the prepayment rates dfows covering each of the securities held by the
the underlying mortgages. institution should be obtained and analyze
Mortgage-derivative products are complex; defore purchase and retained for examine
high degree of technical expertise is required toeview. In any event, a prospectus supplemer
understand how their prices and cash flows maghould be obtained as soon as it becomes ava
behave in various interest-rate and prepaymeable. Levels of activity involving high-risk mort-
scenarios. Moreover, the secondary market fayage securities should be reasonably related |
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an institution’s capital, capacity to absorb losses, — shortens by more than 6.0 years, assuming
and level of in-house management sophistica- an immediate and sustained parallel shift
tion and expertise. Appropriate managerial and in the yield curve of minus 300 basis
financial controls must be in place, and the points.

institution must analyze, monitor, and prudently Price-sensitivity tesfThe estimated change in
adjust its holdings of high-risk mortgage secu- the price of the mortgage-derivative product is
rities to correspond with changing price and more than 17 percent, due to an immediate
maturity expectations. and sustained parallel shift in the yield curve

An institution should consider the liquidity ~Of plus or minus 300 basis points.
and price volatility of high-risk mortgage secu- )
rities before purchasing them. In certain circum- In applying any of the above tests, all of the
stances, the appropriate federal regulatory authd¢nderlying assumptions (including prepayment
ity may deem an institution’s purchase orassumptions) for the underlying coll_ateral must
retention of high-risk mortgage securities to bde reasonable. All of the assumptions under-
contrary to safe and sound practices for deposying the analysis must be available for exam-
tory institutions, which will result in criticism iner review. For example, if an institution’s
by examiners. Examiners may require the orderlprepayment assumptions differ significantly from
divestiture of high-risk mortgage securities.the median prepayment assumptions of several
Securities and other products with risk characajor dealers as selected by examiners, the
teristics similar to those of high-risk mortgageexaminers may use these median prepayment
securities, whether carried on or off the balanc@ssumptions to determine if a particular mortgage-
sheet (such as CMO swaps, but excluding seferivative product is high risk. The above tests
vicing assets), will be subject to the sameénay be adjusted to consider significant move-

supervisory treatment as high-risk mortgagénents in market interest rates, to fairly measure
securities. the risk characteristics of new mortgage-backed

products, and to take appropriate action to
prevent circumvention of the definition of a
high-risk mortgage security and other such
. . . standards.
High-Risk Mortgage Securities Generally, a CMO floating-rate debt class will
not be subject to the average-life and average-
In general, any mortgage-derivative product thaife sensitivity tests described above if it bears a
exhibits greater price volatility than a bench-rate that, at the time of purchase or at a
mark fixed-rate 30-year mortgage-backed passubsequent testing date, is below the contractual
through security will be deemed to be high riskcap on the instrument. (An institution may
For purposes of the FFIEC policy statement, ®urchase interest-rate contracts that effectively
high-risk mortgage security is defined as anyncap the instrument.) For purposes of this
mortgage-derivative product that at the time ofuidance, a CMO floating-rate debt class is a
purchase, or at a subsequent testing date, me@ght class whose rate adjusts at least annually on
any of the following tests. (In general, aa one-for-one basis with the debt class’s index.
mortgage-derivative product that does not meelhe index must be a conventional, widely used
any of the three tests below will be considered tonarket-interest-rate index such as the London
be a non-high-risk mortgage security.) Interbank Offered Rate (LIBOR). Inverse
floating-rate debt classes are not included in the
« Average-life test.The mortgage-derivative definition of a floating-rate debt class.
product has an expected weighted average life
greater than 10.0 years.
Holdings of High-Risk Mortgage

» Average-life sensitivity testThe expected Securities

weighted average life of the mortgage-

derivative product— An institution generally may only acquire a

— extends by more than 4.0 years, assumingigh-risk mortgage-derivative product to reduce
an immediate and sustained parallel shifits overall interest-rate risk. (Institutions meet-
in the yield curve of plus 300 basis pointsing the previously discussed guidance on the use
or of these securities in a trading account may
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also purchase these securities for trading purnternal analyses by the institution are unaccep
poses.) An institution that has acquired high-riskable, and reliance on these third-party analyse
mortgage securities to reduce interest-rate riskill be subject to examiner criticism.

needs to frequently assess its interest-rate risk Management should also maintain documen
position and the performance of these securitiegation demonstrating it took reasonable steps t
Since interest-rate positions constantly changensure that the prices paid for high-risk mort-
an institution may determine that its high-riskgage securities represented fair market value
mortgage securities no longer reduce interestsenerally, price quotes should be obtained fron
rate risk. Therefore, mortgage-derivative prodat least two brokers before executing a trade. |
ucts that are high risk when acquired shall not bprice quotes cannot be obtained from more tha
reported as held-to-maturity securities at amormne broker, management should document thos
tized cost. reasons (such as the unique or proprietary natu

In appropriate circumstances, examiners ma§f the transaction). In addition, a depository
seek the orderly divestiture of high-risk mort-institution that owns high-risk mortgage securi-
gage securities that do not reduce interest-raies must demonstrate that it has established tt
risk. Appropriate circumstances are those ifollowing:
which the examiner determines that continued ) )
ownership of high-risk mortgage securities rept @ board-approved portfolio policy = that
resents an undue safety-and-soundness risk tcdddresses the goals and objectives the instit
the institution. This risk can arise from (1) the tion expects to achieve through its securitie:
size of a bank’s or thrift's holdings of high-risk ~activities, including objectives for interest-
mortgage securities in relation to its capital rate risk reduction with respect to high-risk
and earnings, (2) management's inability to mortgage securities
demonstrate an understanding of the nature 6flimits on the amounts of funds that may be
the risks inherent in the securities, (3) the committed to high-risk mortgage securities
absence of internal monitoring systems and specific financial-officer responsibility for and
other internal controls to appropriately measure authority over securities activities involving
the market and cash-flow risks of these securi- high-risk mortgage securities
ties, (4) management’s inability to prudently® adequate information systems

manage its overall interest-rate risk, or (5) simi* Procedures for periodic evaluation of high-
lar factors. risk mortgage securities and their actual per

An institution that owns or plans to acquire formanc_e m_reducmg interest-rate risk
» appropriate internal controls

high-risk mortgage securities must have a moni-
toring and reporting system in place to evaluate . .
their expected and actual performance. Institu- The. board of directors or an .apProprla}te
tional analysis must show that the propose&omm'ttee thereof and the institution’s senior
acquisition of a high-risk mortgage security will management should regularly (at least quarterly

reduce overall interest-rate risk. After purchasd €VieW all high-risk mortgage securities to deter.

the institution must evaluate at least quarterl)yh'.ne v_vhether they are adequately satlsf_ymg th
bjectives for interest-rate risk reduction se

whether the high-risk mortgage security ha orth in the portfolio policy. The depository

lly r interest-rate risk. T .
ac;l‘Jaly educecfi e SS[; ?te sh h ipstitution’s senior management should be fully
_Analyses performed before the purchase i, jeqgeable about the risks associated wit
high-risk mortgage securities, and subsequefle oy ments and their subsequent impact on i
analyses, must be fully documented and will bgjo risk mortgage securities. Failure to comply

§ut|)je(jct to exalrnlner fre\l/llew. This revtlew Will \ith this policy will be viewed as an unsafe and
include an analysis of all management assumpyncnd' nractice.

tions about the interest-rate risk associated wit
the institution’s assets, liabilities, and off-
balance-sheet positions. Analyses performed and
records cpr]structed_ to justify purchases on .ﬁlon—High—Risk Mortgage Securities
post-acquisition basis are unacceptable and will

be subject to examiner criticism. Reliance o
analyses and documentation obtained from
securities dealer or other outside party witho

r}\/Iortgage-derivative products that do not mee
e definition of high-risk mortgage securities a
e time of purchase should be reported a
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held-to-maturity, available-for-sale, or held-for- Securities that are intended to be held princi-
trading, as appropriate. Institutions must ascepally for the purpose of selling in the near term
tain and document before purchase and at leashould be classified as trading assets. Trading
annually thereafter that non-high-risk mortgagectivity includes the active and frequent buying
securities that are held to maturity remain outand selling of securities for the purpose of
side the high-risk category. If an institution isgenerating profits on short-term fluctuations in
unable to make these determinations througprice. Securities held for trading purposes must
internal analysis, it must use information derivede reported at fair value, with unrealized gains
from a source that is independent of the partynd losses recognized in current earnings and
from whom the product is being purchasedregulatory capital. The proper categorization of
Standard industry calculators used in thesecurities is important to ensure that trading
mortgage-related securities marketplace argains and losses are promptly recognized—
acceptable and considered independent sourcegich will not occur when securities intended to
If relying on this type of independent analysis,be held for trading purposes are categorized as
institutions are responsible for ensuring that théeld-to-maturity or available-for-sale.
assumptions underlying the analysis and the It is an unsafe and unsound practice to report
resulting calculation are reasonable. Documersecurities held for trading purposes as available-
tation verifying this determination will be sub- for-sale or held-to-maturity securities. A close
ject to examiner review. examination of an institution’s actual securities
A mortgage-derivative product that was not aactivities will determine whether securities it
high-risk mortgage security when it was purreported as available-for-sale or held-to-maturity
chased as an investment may later fall into there, in reality, held for trading. When the fol-
high-risk category. When this occurs, the deposiowing securities activities are conducted in
tory institution may continue to designate theavailable-for-sale or held-to-maturity accounts,
mortgage-derivative product as held-to-maturitythey should raise supervisory concerns. The first
providing that management intends and is ablfive practices below are considered trading ac-
to hold the security to maturity. Furthermore tivities and should not occur in available-for-
examiners should consider any unrecognized nehle or held-to-maturity securities portfolios,
depreciation in held-to-maturity high-risk secu-and the sixth practice is wholly unacceptable
rities when the adequacy of the depositoryunder all circumstances.
institution’s capital adequacy is evaluated.
Once a mortgage-derivative product has been
designated as high risk, it may be redesignate% . .
as nonhigh risk only if, at the end of two Gains Trading
consecutive quarters, it does not meet the defi-
nition of a high-risk mortgage security. Upon“Gains trading” is the purchase of a security
redesignation as a non-high-risk security, it doegnd the subsequent sale of that same security at
not need to be tested for another year. a profit after a short holding period. However, at
the same time, securities acquired for this pur-
pose that cannot be sold at a profit are retained
in the available-for-sale or held-to-maturity port-
folio; unrealized losses on debt securities in
UNSUITABLE INVESTMENT these two categories do not directly affect regu-
PRACTICES latory capital and are not reported in income
until the security is sold. Examiners should note
Institutions should categorize each of theiinstitutions that exhibit a pattern or practice of
security activities as trading, available-for-salereporting significant amounts of realized gains
or held-to-maturity consistent with GAAP (thaton sales of nontrading securities (typically,
is, Statement of Financial Accounting Standardavailable-for-sale securities) after short holding
No. 115, “Accounting for Certain Investments periods, while continuing to hold other non-
in Debt and Equity Securities,” as amended) andrading securities with significant amounts of
regulatory reporting standards. Managemeninrealized losses. In these situations, examiners
should reassess the categorizations of its secmay designate some or all of the securities
rities periodically to ensure that they remainreported outside of the trading category as
appropriate. trading assets.
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When-Issued Securities Trading held-to-maturity portfolio should not be reported
as a short sale. Instead, it should be reported

“When-issued” securities trading is the buyinga sale of the underlying security with gain or

and selling of securities in the period betweeross recognized. Short sales are not permitted fc

the announcement of an offering and the issufederal credit unions.

ance and payment date of the securities. A

purchaser of a when-issued security acquires all

of the risks and rewards of owning a securityAdjusted Trading

and may sell this security at a profit before

having to take delivery and pay for it. Adjusted trading involves the sale of a security
to a broker or dealer at a price above the
prevailing market value and the simultaneou:
Pair-Offs purchase and booking of a different security
frequently a lower-grade issue or one with &
“Pair-offs” are security purchases that are closedonger maturity, at a price above its market
out or sold at, or before, settlement date. In aalue. Thus, the dealer is reimbursed for it
pair-off, an institution commits to purchase alosses on the purchase from the institution an
security. Then, before the predetermined settlensured a profit. Adjusted-trading transaction:
ment date, the institution will pair off the pur- inappropriately defer the recognition of losses
chase with a sale of the same security. Pair-offsn the security sold and establish an excessiv
are settled net when one party to the transactiaieported value for the newly acquired security
remits the difference between the purchase ardonsequently, these transactions are prohibite
sale price to the counterparty. Other pair-ofand may be in violation of 18 USC sections
transactions may involve the same sequence @001 (False Statements or Entries) and 100
events using swaps, options on swaps, forwar@alse Entries).
commitments, options on forward commit-
ments, or other off-balance-sheet derivative

contracts. ACCOUNTING FOR SECURITIES
AND FINANCIAL CONTRACTS
Extended Settlements A single class of a financial instrument that

can meet trading, investment, or hedging objec
Regular-way settlement for U.S. governmentives may have a different accounting treatmen
and federal-agency securities (except mortgag@pplied to it, depending on management’
backed securities and derivative contracts) igyrpose for holding it. Therefore, an examinel
one business day after the trade date. Regulagyiewing investment or trading activities should
way settlement for corporate and municipahe familiar with the different accounting
securities is three business days after the tragRethods to ensure that the particular accountin
date, and settlement for mortgage-backed seCfmatment being used is appropriate for the
rities can be up to 60 days or more after the tradgyrpose of holding a financial instrument
date. The use of a settlement period that exceedsd the economic substance of the relate
the regular-way settlement periods to facilitatg;gnsaction.
speculation is considered a trading activity. The accounting principles that apply to secu
rities portfolios, including trading accounts, and
to off-balance-sheet (OBS) derivative instru-
Short Sales ments are complex and have evolved over time-
both with regard to authoritative standards ant
A short sale is the sale of a security that is notelated banking practices. The objective of this
owned. Generally, the purpose of a short sale isection is to summarize the major aspects of th
to speculate on a fall in the price of the securityaccounting principles in this important area tc
Short sales should be conducted in the tradingake the accounting guidance for both financia
portfolio. A short sale that involves the deliveryreporting and regulatory reporting purposes
of the security sold short by borrowing it from understandable and useful to examiners an
the depository institution’s available-for-sale orsupervisors. Accordingly, it is not intended to
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set forth new accounting policies for investmening for Certain Marketable Securities,” and
activities. While this section provides a sum-elated interpretations. It also amends other
mary of important accounting principles forstandards, including FASB 65, “Accounting for
financial reporting and regulatory reporting pur-Certain Mortgage-Banking Activities,” to elimi-
poses in this area, it does not list or explain th@ate mortgage-backed securities from that state-
detailed line items of financial reports that musient’s scope. FASB 115 addresses investments
be reported for securities portfolios or OBSin equity securities that have readily determin-
derivative instruments in financial reports.able fair values and all investments in debt
Examiners should consult the sources of genesecurities The accounting standard is effective
ally accepted accounting principles (GAAP) andor fiscal years beginning after December 15,
regulatory reporting requirements that are referretio93, for regulatory reporting and financial
to in this section for more detailed guidance irreporting purposes. Itis to be initially applied as
these areas. of the beginning of an institution’s fiscal year
Examiners should be aware that accountingnd cannot be applied retroactively to prior
practices in foreign countries may differ fromyears’ financial statements. Investments subject
the accounting principles followed in the Unitedto the standard are to be classified in three
States. Nevertheless, foreign institutions areategories and accounted for as follows:
required to submit regulatory reports prepared in
accordance with U.S. banking agency regulatory Held-to-maturity accountDebt securities that
reporting instructions, which to a large extent the institution has the positive intent and
incorporate GAAP. This section will focus on ability to hold to maturity are classified as
reporting requirements of the United States. held-to-maturity securities and reported at
The major topics covered in this section are amortized cost.
listed below. The discussion of specific types o# Trading account Debt and equity securities
balance-sheet instruments (for example, securi-that are bought and held principally for the
ties) and OBS derivative instruments (for exam- purpose of selling them in the near term are
ple, swaps, futures, forwards, and options) is classified as trading securities and reported at
interwoven with the discussion of these topic fair value, with unrealized gains and losses
areas: included in earnings. Trading generally reflects
active and frequent buying and selling, and
« overview of the broad framework for account- trading securities are generally used with the
ing for securities portfolios, including the objective of generating profits on short-term
general framework for trading activities differences in price.
» general framework for OBS derivative instru- Available-for-sale accountDebt and equity
ments, including hedges securities not classified as either held-to-
e summaries of specific accounting principles maturity securities or trading securities areclas-
for OBS derivative instruments sified as available-for-sale securities and
reported at fair value, with unrealized gains

Accountlng for Securities Portfolios change in net assets. Examples of those institutions are

rokers and dealers in securities, defined-benefit pension
Treatment under FASB Statement No. 11%%& e oot

. . . 6. FASB 115 states that the fair value of an equity security
In May 1993, the Financial Accounting Stan-is readily determinable if sales prices or bid-asked quotations
dards Board issued Statement of Financigre currently available on a securities exchange registered

Accounting Standards No. 115 “Accounting forwith the SEC or in the over-the-counter market, provided that
. . X ! . .those prices or quotations for the over-the-counter market are
Certam Investments in Debt and Equity SecUripypiicly reported by the National Association of Securities
ties."5FASB 115 supersedes FASB 12, “Account-Dealers Automated Quotations systems or by the National
Quotation Bureau, Inc. Restricted stock does not meet that
definition.

5. FASB 115 does not apply to investments in equity The fair value of an equity security traded only in a foreign
securities accounted for under the equity method or tenarket is readily determinable if that foreign market is of a
investments in consolidated subsidiaries. This statement dobseadth and scope comparable to one of the U.S. markets
not apply to institutions whose specialized accounting pracreferred to above. The fair value of an investment in a mutual
tices include accounting for substantially all investments irfund is readily determinable if the fair value per share (unit)
debt and equity securities at market value or fair value, withs determined and published and is the basis for current
changes in value recognized in earnings (income) or in theansactions.
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and losses excluded from earnings and reporteddebt securities used for regulatory risk-base

as a net amount in a separate component ofcapital purposes

shareholders’ equity.

Furthermore, FASB 115 recognizes that othe

Under FASB 115, mortgage-backed securitiesvents that are isolated, nonrecurring, an
that are held for sale in conjunction withunusual for the reporting institution and could
mortgage-banking activities should be reportedot have been reasonably anticipated may cau
at fair value in the trading account and not athe institution to sell or transfer a held-to-
LOCOM as originally prescribed by FASB 65. maturity security without necessarily calling
The new standard does not apply to loandnto question its intent to hold other debt secu
including mortgage loans, that have not beenties to maturity. However, all sales and trans-
securitized. fers of held-to-maturity securities must be dis-

Upon the acquisition of a debt or equityclosed inthe footnotes to the financial statement
security, an institution must place the security An institution must not designate a debt
into one of the above three categories. At eacBecurity as held-to-maturity if the institution has
reporting date, the institution must reasses#e intent to hold the security for only an
whether the balance-sheet designation continué¥efinite period. Consequently, a debt securit
to be appropriate. Proper classification of secushould not, for example, be designated as hel
rities is a key examination issue. to-maturity if the banking organization or other

FASB 115 recognizes that certain changes iRompany anticipates that the security would b
circumstances may cause the institution t@vailable to be sold in response to—
change its intent to hold a certain security to . )
maturity without calling into question its intent * changes in market interest rates and relate
to hold other debt securities to maturity in the changes in the security’s prepayment risk,
future. Thus, the sale or transfer of a held-to® heeds for liquidity (for example, due to the
maturity security due to one of the following Withdrawal of deposits, increased demand fo
changes in circumstances will not be viewed l0ans, surrender of insurance policies, or pay

as inconsistent with its original balance-sheet Ment of insurance claims), _
classification:  changes in the availability of and the yield on

alternative investments,

evidence of a significant deterioration in the’ changes in funding sources and terms, or
issuer's creditworthiness « changes in foreign-currency risk.

» a change in tax law that eliminates or reduces

the tax-exempt status of interest on the deht A_c_cording to FASB 115, an insti_tution’s asset-
security (but not a change in tax law thattilablllty management may take into consider-

revises the marginal tax rates applicable t@;'OTI the mtaturltty ‘3”% rgfrlcmg _ghafe!cﬁ“j_““
interest income) of all investments in debt securities, including

. . o . . those held to maturity or available for sale,
* @ major business combination or major dISpo\'/vithout tainting or casting doubt on the stan-
; Aard’s criterion that there be a “positive intent
necessitates the sale or transfer of held-tqg "y~ i maturity.”” However, securities
maturity securities to maintain the institu- ¢p 0 id not be designated as held’-to-maturity i
tion’s existing interest-rate risk position orthey may be sold. Further, liquidity can be
credit risk POl'Cy . derived from the held-to-maturity category by
e a change in statutory or regulatory require-
ments that significantly modifies either what
Cons_tltUteS a per_m|SS|bIe 'nV_eStmen_t or the 7. In summary, under FASB 115, sales of debt securitie:
maximum level of investments in certain kindsthat meet either of the following two conditions may be
of securities, thereby causing an institution t@onsidered as “maturities” for purposes of the balance-shee

dispose of a held-to-maturity security classification of securities: (i) The sale of a security occurs
. . . near enough to its maturity date (or call date if exercise of the
a significant increase by the regulator in thai is probable)—for example, within three months—that
industry’s capital requirements that causes thieterest-rate risk has been substantially eliminated as a pricin
institution to downsize by selling held-to- fallctog (ii) ‘Il'lhe se:jle o{asegérity occursfaf;erthle irjstiltution has
; . already collected at least 85 percent of the principal outstanc
mat_um_y_ secu.r|t|es . . . ing at acquisition from either prepayments or schedulec
* a significant increase in the risk weights ofpayments.
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the use of repurchase agreements that are dés-judged to be other than temporary, the cost
ignated as financings, but not sales. basis of the individual security should be written

Transfers of a security between investmendown to its fair value, and the write-down
categories should be accounted for at fair valueshould be accounted in earnings as a realized
FASB 115 requires that at the date of thdoss. This new cost basis should not be written
transfer, the security’s unrealized holding gairup if there are any subsequent recoveries in fair
or loss must be accounted for as follows: value.

e For a security transferred from the trading
category, the unrealized holding gain or loss aDther Regulatory Reporting Guidance
the date of the transfer will have already been
recognized in earnings and should not bés mentioned above, FASB 115 has been
reversed. adopted for regulatory reporting purposes. In
» For a security transferred into the tradingdanuary 1992, the Federal Reserve Board issued
category, the unrealized holding gain or loss a policy statement on securities activities which,
the date of the transfer should be recognizedmong other things, provided supervisory
in earnings immediately. accounting guidance for securities portfolios
* For a debt security transferred into theowned by banks. Elements of this policy state-
available-for-sale category from the held-to-ment have been incorporated within this section.
maturity category, the unrealized holding gain  Other supervisory accounting guidance on

or loss at the date of the transfer should bgecurities portfolios and related matters is pre-
recognized in a separate component of sharganted in—

holders’ equity.
For a debt security transferred into the helds the Federal Reserve Board staff's examination
to-maturity category from the available-for-  gyjdelines for asset-securitization activities

sale category, the unrealized holding gain or (specifically, volume 2, which addresses related
loss at the date of the transfer should continue accounting issues), and
to be reported in a separate component of

; . .- = the call report instructions, particularly, the
shareholders’ equity, but should be amortized glossary entries on—

over the remaining life of the security as an o "
adjustment of its yield in a manner consistent — COUPON stripping, treasury securities, and
with the amortization of any premium or STRIPS;
discount. — trade fails;
— foreign debt—exchange transactions;

Transfers from the held-to-maturity category — market value of securities;

should bg rare, except for transfers dug to the __ honaccrual status:

changes in circumstances that were discussed premiums and discounts;

above. Transfers from the held-to-maturity . '

account not meeting the exceptions indicated — Short positions;

above may call into question management's — sales of assets (see also “participations in

intent to hold other securities to maturity. pools of residential mortgages” for
According to the standard, transfers into or from ~ mortgage-backed securities);
the trading category should also be rare. — trading accounts;

FASB 115 requires that institutions deter- _ trade-date and settlement-date account-
mine whether a decline in fair value below the ing:2 and

amortized cost for individual securities in the
available-for-sale or held-to-maturity accounts

is “other than temporary” (that is, whether this tpeqe gources should be reviewed for more

decline results from permanent impairment)yeajled guidance in the above areas involving

For example, if it is probable that the investorgeijties portfolios and related transactions.

will be unable to collect all amounts due accord-
ing to the contractual terms of a debt security

that was not impaired at acquisition, an other- 8. As described in this glossary entry, for call report

than-temporary impairment Sho!ﬂd _be _ConSidpurposes, the preferred method for reporting securities trans-
ered to have occurred. If the decline in fair valuections is recognition on the trade date.

— when-issued securities.
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General Framework for OBS same purpose as an OBS derivative instrumel

Derivative Instruments in effectively hedging an institution’s risk expo-
sures, the gains and losses, or income ar

As discussed in the previous subsection, th&<PENSE, on that balance-sheet instruroemt
not be deferred to a future period when the

general accounting framework for securities porti'ncome or expense on the item beina hedaed
folios divides them into three categories: held'recognized p 9 9
to-maturity (accounted for at amortized cost), - .

available-for-sale (accounted for at fair value The following addresses important GAAP

. S ; .—vand call report rules for netting of the asset:
\gr']tg frgzri]ngges(;&:ﬁ:rn;gu]%rre;tolfgﬁdvg}uee?uvl\ti)%’and liabilities arising from OBS derivative
changes in fair value recorded in earnings). Osttruments.
the other hand, the traditional accounting frame-
work (that is, trading, investment, and held-for-
sale) continues to be relevant for loans and othésPECIFIC ACCOUNTING
assets that are not in the legal form of a securitPRINCIPLES FOR OBS

In contrast, the general accounting frameworlDERIVATIVE INSTRUMENTS

for OBS derivative instruments under GAAP is I
set forth below: Instruments Covered by Authoritative

Accounting Standards

* If the instrument meets certain speci-cyyyres Contracts Not Associated with
fied hedge-accounting criteria, the gains Oﬁoreign-Currency Exposures
losses (income or expense) associated with thep g mestic Futures Contracts”)
OBS derivative instrument can be deferre
and realized on a basis consistent with theres contracts are firm (legally binding) com-
income or expense of the item that is beingynitments to purchase or sell a particular finan
hedged. cial instrument or index, foreign currency, or
Otherwise, gains or losses must be recognizesbmmodity at a specified future date, quantity
as they occur, and OBS derivative instrumentand price or yield. Futures contracts have star
generally must be marked to market. Of coursejardized contractual terms, are traded on org:
any OBS derivative instruments that are useglized exchanges, and are typically settled i
for trading purposes should be placed in &ash rather than actual delivery.
well-supervised trading account and marked Under GAAP, all futures contracts, except for
to market. foreign-currency futures contracts, should be
reported in accordance with FASB 80, “Account-
As discussed more fully below, this generaing for Futures Contracts.” Foreign-currency
framework is derived from FASB 52, “Foreign- futures contracts should be reported in accol
Currency Translation,” and FASB 80, “Account- dance with the guidance contained in FASB 52
ing for Futures Contracts.” Each statementForeign-Currency Translation.” These state-
presents different hedging criteria and relate¢hents should be referred to for more detaile
guidance. Furthermore, reporting requirementsccounting guidance in these areas.
for the call report differ from GAAP with regard
to domestic futures and forward contracts angreatment of open contract€ontracts are out-
written options. However, the call report follows standing (open) until they have been terminate
GAAP for foreign-currency OBS derivative by either the acquisition or delivery of the
instruments and interest-rate swaps. underlying financial instruments, or by offset.
It is important to note that while GAAP “Offset” is the purchase and sale of an opposite
permits hedge accounting for OBS derivativeposition using an equal number of futures con
instruments, both GAAP and the call reportiracts on the same delivery month execute
prohibit the use of hedge-accounting treatmerthrough the same broker or dealer and execute
for securities (sometimes called “cash-markebn the same exchange.
securities”) or other on-balance-sheet items that Transactions in futures contracts generally
may serve as economic hedges of other balanciewolve a deposit of cash as margin, which will
sheet or OBS items. Thus, even if a security ogenerally be reported within “other assets” on
other balance-sheet instrument would serve thie balance sheet. As discussed below, chang
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in the market values of open positions may The institution must have determined that the
affect general ledger accounts and related item to be hedged (that is, an identifiable
balance-sheet amounts. However, since openasset, liability, firm commitment, or antici-
positions are executory contracts (firm commit- pated transaction) will expose it to price or
ments) for delivery of the underlying financial interest-rate risk.
instrument, the underlying instrument should The futures contract must reduce the exposure
not be reflected as an asset or liability on the to risk. This must be demonstrated at the
balance sheét.Only when the closing of an inception of the hedge by an expectation that
open position results in the acquisition or dis- changes in the prices of both the contract and
position of the underlying financial instrument the hedged item will be highly correlated.
would an asset be recorded, or removed from, Furthermore, ongoing results must show a
the balance sheet. high degree of correlation, or the hedge will
As a prudent management measure, all openbe considered ineffective and consequently
positions in futures contracts must be reviewed marked to market. In other words, the
at least monthly (or more often, if material), and bank must monitor the price movements of
their current market values should be deter- both the hedge contract and the hedged item to
mined using published price quotations. These determine that it is probable (that is, likely to
futures positions must be revalued at their cur- occur) that the results of the futures contract
rent market value on these valuation dates, andwill offset changes in the market value of the
any changes in value should be reported in hedged item and that these results have done
accordance with the guidance presented belowso from inception to the determination date.

for hedge or non-hedge contracts. » The futures contract must be designated as a
hedge by management at the inception of the
Criteria for hedge-accounting treatmenif cer- hedge.

tain criteria are met, the accounting under GAAP
for a futures contract that is used to hedge am order for a futures contract to qualify as a
asset, liability, commitment, or anticipated transhedge of an anticipated transaction, the follow-
action (“hedged item”) should be similar to the ing two additional criteria must be met:
method of accounting for the hedged item. This
means that changes in the market value of the Significant characteristics and expected
futures contract are recognized in income when terms of the anticipated transaction must be
the related changes in the price or interest rate of identified.
the hedged item are recognized. Where af The occurrence of the anticipated transaction
anticipated transaction is the hedged item, the must be probabl&
change in value of the futures contract is included
in the measurement of the anticipated transac- f the criteria for applying hedge-accounting
tion. Realized gains or losses from changes_ ifhethods have been met, the gain or loss on a
the market value of futures contracts that quallf)futures contract, instead of being Currenﬂy rec-
as a hedge of an existing asset or liability shouldgnized in income, is an adjustment to the cost
be recognized as an adjustment of the carryingf the asset or liability being hedged. The
amount (often called “book value”) of the adjustment, then, will be recognized in income
hedged item. A change in the market value of hen gain or loss on the hedged asset or liability
futures contract that is a hedge of a firm comis determined. For example, if the item being
mitment should be included in the measuremerfedged is an interest-bearing liability that is
of the transaction that satisfies the Commitmenfeported at amortized cost, the Changes in the
Under FASB 80, a futures contract should benarket value of the futures contract would be
accounted for as a hedge when the followingeflected as adjustments to the carrying amount
conditions are met: (or book value) of the liability. The historical
cost of the liability and the adjustments brought
about by the hedge would then be amortized in

9. Although the underlying instruments or notional amounts
of these commitments are not reported in the balance sheett———
they are disclosed in footnotes to the financial statement. For 10. It will be particularly difficult to meet this criteria when
regulatory reporting purposes, open positions in futures coran anticipated transaction is not expected to take place in the
tracts are to be reported in the call report, Schedule RC-L. near future.
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interest expense over the expected remainingpntracts used to hedge mortgage-bankin
life of the liability. operations, and those foreign-currency future
If the hedged asset or liability is marked tocontracts that are covered by FASB 52.
market, the hedge position will also be marked
to market. There is no deferral of gains or losses
in this situation, likewise, there is no deferral ofForeign-Currency Off-Balance-Sheet
gains or losses if the futures contract hedges dmstruments
anticipated transaction if the asset to be acquired
or liability incurred will be reported at fair The primary source of authoritative guidance fol
value. accounting for foreign-currency translations anc
If a futures contract qualifying as a hedge idoreign-currency transactions is FASB 52. The
closed before the date of the related anticipatestandard encompasses futures contracts, forwa
transaction, the accumulated change in value @fgreements, and currency swaps as they relate
the contract should be carried forward (assunfereign-currency hedging.
ing high correlation has occurred) and included FASB 52 draws a distinction between foreign-
in the measurement of the related transactiomxchange translation and transactions. Transl:
When it becomes probable that the quantity ofion, generally, focuses on the combining of
the anticipated transaction will be less than thaoreign and domestic entities for presentation ir
originally hedged, a pro rata portion of thethe consolidated financial statements and fo
futures results that would have been included ineporting these financial statements in one cul
the measurement of the transaction should bency. Foreign-currency transactions, in con
recognized as a gain or loss. trast, are transactions (such as purchases
If high correlation between price changes ofales) by a business operation in currencie
the hedged item and the futures position is nother than its functional currency. For U.S.
longer evident, the bank should discontinuelepository institutions, the functional currency
accounting for the futures contracts as a hedggwiill generally be the dollar for its U.S. opera-
If this were to occur, the portion of the change irtions and will typically be the local currency
the market value of the contract that has notvhere its foreign operations transact businéss.
offset the market-value changes of the hedged
item should be reflected in income. The contradforeign-currency translationTranslation is the
should thereafter be accounted for as a norconversion to U.S. dollars of the financial state:
hedge contract with subsequent changes in theent of a foreign operation (branch, division, or
contract's market value reflected in currensubsidiary) that is denominated in the opera
income. When a futures position that has beetion’s functional currency for inclusion in the
an effective hedge is terminated before disposparent’s consolidated financial statements. Th
tion of the hedged item, the gain or loss on thdoreign operation’s balance sheet is translated
terminated contracts must be deferred anthe exchange rate in effect on the statement dat
amortized over the remaining life of the hedgedind the income statement is translated at &
item. If the contacts do not qualify as hedgesappropriate weighted-average rate for the repor
the gain or loss is recognized currently ining period. Gains or losses arising from foreign-
income or expense, as appropriate. currency translation are not recognized currentl

Call report treatmentRegulatory reporting stan- ———

dards, as a genera| rule, do not permit the 11. ‘Detailed gqidance of_determining the_ functional cur-

deferral of gains or losses by banks on domestf€7cY S set forth in appendix 1 of FASB 52:

‘An entity’s functional currency is the currency of the

futures and forwards, Whether or not the coNprimary economic environment in which the entity operates

tracts are used for hedging purposes. All changesrmally, that is the currency of the environment in which an

i ntity primarily generates and expends cash. The functione

in market value of futures and forward contract$ nerates and ¢

are reported in income in the period they OCCu'x?urrency of an entllty is, in pnn(:lple, a matte'r of fact. In some
) . . .~ cases, the facts will clearly identify the functional currency; in

The banking agencies adopted this reportingier cases they will not.”

standard as a supervisory policy before the FASB 52 indicates the salient economic indicators, anc

issuance of FASB 80. As exceptions to thepossibly other factors, that should be considered both indi

general prohibition, hedge accounting in a_Ccor\_/idually and collectively when determining the functional
, currency. These factors include cashflow, price and marke

danc_e with FA_SB 80 is permitted by the threesales indicators, expense indicators, financing indicators, ar
banking agencies only for futures and forwardntercompany transactions and arrangements.
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in income; instead, they are treated as adjustn the items that were hedged occurs. Losses
ments to a separate component of equity. Reshould not be deferred, however, if it is esti-
ognition in income of these cumulative foreign-mated that deferral would lead to recognizing
currency adjustments will take place when thdosses in later periods. A foreign-currency trans-
foreign operation is either sold or substantiallyaction should be considered a hedge of an
liquidated. identifiable foreign-currency commitment if both
An institution may engage in hedging trans-of the following conditions are met:
actions to reduce the risk of exchange losses on
translating its net equity investments in foreigr The foreign-currency transaction is designated
operations for presentation in its financial state- as, and is effective as, a hedge of a foreign-
ments, thus avoiding the consequent volatility in currency commitment.
its capital position. The effect of the speciale The foreign-currency commitment is firm.
hedging treatment is to include the change in
value of the hedging instrument as a part of the Thus, FASB 52 is distinguished from
same separate component of equity as the trariSASB 80 in that hedging the risks from arrange-
lation adjustment. ments that have not matured into a firm com-
mitment (that is, an anticipated transaction),
Foreign-currency transactionsGains or losses such as forecasted foreign sales, do not qualify
on foreign-currency transactions, in contrast téor hedge treatment. Another dissimilarity
translation, are recognized in income as thepetween FASB 52 and 80 is that the hedge of
occur, unless they arise from a qualifying hedgea foreign-currency exposure can be considered
FASB 52 provides the following guidance aboutn isolation; there is no requirement that the
the types of foreign-currency transactions fooverall risk of the institution must be reduced
which gain or loss is not currently recognized inby the hedge as there is under FASB 80. Under
earnings. the latter accounting standard, an institution is,
Gains and losses on the following foreign-in effect, required to consider the presence of
currency transactions should not be included iany natural hedges that may be present in its
determining net income but should be reportettalance sheet. To illustrate, an institution with
in the same manner as translation adjustment$oreign-currency-denominated receivables has
foreign-exchange risk; however, any accounts
« foreign-currency transactions that are desigpayable that are denominated in the same cur-
nated as, and are effective as, economic hedgesncy as the receivables reduce the overall
of a net investment in a foreign entity, com-exposure. Under FASB 52, however, the insti-
mencing as of the designation date tution could hedge the gross amount of receiv-
intercompany foreign-currency transactionsibles and qualify for deferring gain or loss
that are of a long-term-investment nature (thatecognition. Note, however, that by neutralizing
is, settlement is not planned or anticipated irthe exposure from the receivables, the institu-
the foreseeable future), when the entities ttion now has exchange risk equal to its payables
the transaction are consolidated, combined, grosition. Thus, gains or losses from a hedge of a
accounted for by the equity method in theforeign-currency risk may be deferred, even
reporting institution’s financial statements though the hedge position may increase the
overall foreign-exchange risk of the institution.
In addition to hedges of the balance sheet, a To qualify for deferral, a foreign-currency-
gain or loss on a forward contract or otheredge position is required to be denominated in
foreign-currency transaction that is intended tdhe same currency as the items it is hedging,
hedge an identifiable foreign-currency commitunless such a hedge is impracticable. “Imprac-
ment (for example, a firm commitment to sell orticable” means there are severe impediments to
purchase equipment) should be deferred angsing the currency, such as illiquidity or a
included in the measurement of the relatedimited exchange market in the currency that is
foreign-currency transaction (as an adjustmerib be hedged, not merely that it is uneconomical.
to the revenue or cost of the equipment in th&ince the foreign-exchange-hedge position is
example). If a foreign-currency hedge is termi-generally denominated in the same currency as
nated before the transaction date of the relatdtie items that are being hedged, there will be
commitment, any deferred gain or loss is tgerfect correlation (that is, no basis risk) between
remain deferred until recognition of gain or lossthe hedged items and the hedge position. There-
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fore, ongoing monitoring of the correlation guidance for accounting for “synthetic instru-
between the foreign-exchange hedge and theents” (for example, the transformation of
hedged items is required only if a substitute ofixed-rate debt into floating-rate debt by use of
proxy currency is being used. an interest-rate swap) where there is no risl
reduction per se. Interest-rate swaps denom
nated in a foreign currency, including cross-

Instruments That Are Not Covered bycurrency interest-rate swaps, are generall

T ; accounted for by analogy to the accounting
Authoritative Accounting Standards guidance set forth in FASB 52. Financial insti-

Forward Contracts tutions engaging in swaps should have writtel
policies that govern the accounting for these

Domestic forward contracts, including forward-instruments, and should be consistently follow:

rate agreements, are generally accounted for liyg these policies.

analogy to the accounting guidance for futures

contracts set forth in FASB 80, which is sum-

marized above. As noted above, the accountin@ptions

for foreign-currency-forward contracts is

addressed by FASB 52. Forward-rate agreedptions involve two parties: the writer (or

ments denominated in a foreign currency arseller) and the purchaser (or holder). The pur

generally accounted for by analogy to thechaser of an option has the right, but not the

accounting guidance for forward contracts sebbligation, to purchase or sell the option’s

forth in FASB 52. Of course, any such instru-underlying instrument according to the terms

ments that are used for trading purposes shoulpecified in the option. The option writer, in

be placed in a well-supervised trading accounteturn for receiving the option premium, is

and marked to market. obligated to perform according to the terms of
the option.

Interest-Rate Swaps

Purchased Options
Consistent with the general requirement that
trading assets or liabilities be marked to marWhen held as a trading asset, a purchased opti
ket, a dealer or market maker in swap instruis to be marked to market under GAAP for
ments is required to mark its swap tradingoresentation in the financial statements. Fo
book to fair value. While the Emerging Issuesregulatory reporting purposes, the call repor
Task Force (EITF) has provided limited inter-instructions state that purchased options ar
pretations on interest-rate swaps used as hedggsnerally not to be reported at market value. Fo
authoritative standards from the FASB, AICPA call report purposes, the only purchased option
or SEC do not yet exist. In this vacuum, diversehat have specifically been permitted to be
industry practice has resulted. EITF Issuenarked to market are those that have been ust
No. 84-7 applies to the early termination offor trading purposes and have been placed in
swaps that hedge some financial instrumenwell-supervised trading account.
According to this issue, gain or loss from early Purchased options can be an effective hedc
termination is to be deferred and amortizedf anticipated transactions, where they can b
as a yield adjustment to the underlying finanexercised if the anticipated transaction mature
cial instrument. Issue No. 84-36 applies ifinto a firm commitment or can be allowed to
there is an underlying debt obligation on thdapse if the anticipated transaction does nc
balance sheet of the company entering into accur. Alternatively, options can be used to pro
swap. The company should account for theect against unfavorable price movements, bt
swap like a hedge of the obligation and recorallow the institution to benefit from favorable
interest expense using the revised interegtrice changes of the hedged items. Virtually nc
rate. Situations where the swap does not hedgrithoritative literature has been issued for thi
an asset or liability were excluded from theaccounting of options. The AICPA released ar
scope of the two issues, other than to note ssues paper in 1986 that proposed certain met|
diversity of accounting treatment. Some accounads of accounting for options that included cri-
tants view the EITF’s discussion of hedging ageria for hedging that were similar to FASB 80.
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The paper, however, is not authoritative. On@éoted that FASB 52 did not specifically consider
recommendation of the report was to account fooptions. The EITF used certain elements from
purchased options used for hedging purposes FASB 80 in identifying appropriate criteria
two discrete amounts: (a) the intrinsic valugfor applying hedge-accounting treatment: the
(that is the difference, if positive, between theequirement that overall risk be reduced, that
option’s exercise price and the market price ohigh correlation between the hedge position and
the underlying instrument) and (b) the timethe hedged items be present, and that anticipated
value of the option. The former would be antransactions could be hedged if they are identi-
adjustment to determining the gain or loss oriable and probable. This guidance is narrowly
exercise or expiration; the latter would be amorapplied to strategies using at-the-money options
tized over the term of the option. Anotherat the inception of the hedge. When it examined
recommendation was that if the option qualifie®ther option-based hedge strategies (Issue No. 91-
as a hedge of an item carried at historical cos}), the EITF was unable to reach a consensus
changes in intrinsic value would be included inbecause of objections by the SEC about the
a separate component of equity. While parts odleferral of gains or losses related to anticipated
the issues paper have become industry practiceansactions. The SEC also objected to any
some of the approaches advocated, such as thesderral of losses from written options, since to
two examples, are rarely seen. write options does not, in the SEC's view,
For presentation in the call report, purchasededuce risk.
options that are held for hedging purposes gen-
erally are to be recorded at cost and amortized | .
over the term of the option. No periodic valua-Nétting or Offsetting On- and
tion for balance-sheet presentation of open pos@ff-Balance-Sheet Assets and
tions is permitted. Liabilities

Written options By their inherent risk profile, The FASB issued Interpretation 39 in 1992,
written options, whether covered or not, do nowhich went into effect for 1994 financial state-
generally qualify as a hedge for accountingnents of banks and other companies. This
purposes. The premium received by an option’sterpretation applies to the netting of assets and
writer should be deferred until the point atliabilities arising from (i) “traditional” activi-
which the option either expires or is exercised. Ifies, such as loans and deposits, and (i) OBS
the option is exercised, the premium is arderivative instruments. The assets and liabilities
adjustment to the amount realized on the sale dfom derivatives primarily are their fair value, or
the underlying obligation. If the option expiresestimated market value, and the receivables and
out of the money, the premium is consideregayables on these instruments. FIN 39 clarifies
earned and is reported as other fee incoméhe definition of a “right of setoff” that GAAP
Options that are in the money (and thus amas long indicated must exist before netting of
obligation to the writer) are to be marked toassets and liabilities can occur in the balance
market, according to the SEC. sheet. One of the main purposes of FIN 39 was
The call report instructions provide guidanceo clarify that FASB's earlier guidance on net-
for written “standby contracts,” which are a ting of assets and liabilities (TB 88-2) applies to
form of option. Standby contracts are to beamounts recognized for OBS derivative instru-
valued at the lower of cost or market (since thenents as well.
written option is a liability, the absolute amount Balance-sheet items arise from off-balance-
reported is the higher of cost (the premiunsheet interest-rate and foreign-currency instru-
received) or market value). Market value in thisments primarily in two ways. First, those
context is the loss exposure, which would bédanking organizations and other companies that
based on the difference between the option'sade OBS derivative instruments (for example,
strike price and the market price of the underinterest-rate and currency swaps, forwards, and
lying instrument. options) are required by GAAP to mark to
market these positions by recording their fair
Purchased options that hedge foreign-exchangealues (estimated market values) on the balance
exposures related to anticipated transactioims sheet and recording any changes in these fair
issuing guidance on foreign-currency hedgesalues (unrealized gains and losses) in earnings.
that use options (Issue No. 90-17), the EITFSecond, interest-rate and currency swaps have
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receivables and payables that accrue over timen an interim basis, adopted for the call repor
reflecting expected cash inflows and outflowshe provisions of FIN 39 that are applicable
that must periodically be exchanged under thege derivative contracts, effective for 1994 call
contracts, and these receivables and payablesports. The general instructions to the cal
must be recorded on the balance sheet as assegport, however, explicitly prohibit the netting
and liabilities, respectiveli? of assets and liabilities by bankslessspecifi-

Under FIN 39, setoff, or the netting of assetscally required by the instructions. Thus, FIN 39
and liabilities to a particular counterparty, is notis not to be applied to traditional balance-shee
permitted unless all of the following four criteria assets and liabilities for call report purposes.
are met:

» Two parties must owe each other determin:

able amounts. DISCLOSURE FOR SECURITIES
The reporting entity must have a right to seAND FINANCIAL CONTRACTS

off its obligation with the amount due to it. . . . .
The reporting entity must actually intend toln addition to issuing authoritative guidance on
set off these amounts. methods of accounting (that is, how a particula

« The right of setoff must be enforceable at law{ransaction is to be reported on the balance she
or statements of income or cash flow), the FASE

When all four criteria are met, a bank or othef@nd SEC) also set standards for minimun
company may offset the related asset and liabidisclosure of the financial activities, condition,
ity and report the net amount in its GAAP and other issues that should be incorporated in

financial statements. FIN 39 also indicates, witht®mpany’s annual report. Information to mee
out regard to the third criterion (the parties’these dlsqusure requirements is audited by th
intent), the netting of fair values of OBS deriva-COMpany’s independent accountants and may |
tive contracts executed with the counterpartpresented either as footnotes to the financi
under a legally enforceable master netting agrestatéments or incorporated in management
ment is permitted. If any one of the other thregliscussion and analysis (MD&A). In MD&A,

criteria is not met, the fair value of contracts inManagement reviews in some detail the com
a loss position with the counterpartannotbe panysrgsultsfrprn opgratll(.)ns, its liquid resource
offset against the fair value of contracts in a gaiftd capital position, significant events occurring
position with that counterparty, and the organiﬁﬁer the date of the fl_nanmal_ statements, an
zation would be required to record gross unreather matters. MD&A is required for reports

ized gains on such contracts as assets and gr ded with the SEC, such as the annual 10-K ant
unrealized losses as liabilities. quarterly 10-Q. Since it is fixed-form, the call

report does not have a direct analogue to MD&A
There is, however, considerable overlap as mar
of the call report's supporting schedules anc
memoranda state much of the informatior

The call report instructions provide guidance of€quired under the disclosure standards of GAA
netting for purposes of reporting risk-based he following section briefly describes the

capital informatiort3 Furthermore, the FFIEC, GAAP requirements for disclosure relating to
financial instruments.

I As an interim step in a project to improve
12. In contrast, the notional amounts of off-balance-shegthe accounting for financial instruments, par-

derivative instruments, or the principal amounts of the under-

lying asset or assets to which the values of the contracts are

indexed, are not recorded on the balance sheet. Note, however;

that if the OBS instrument is carried at market value, thapotential future credit exposure. The credit-equivalent amoun

value will include any receivable or payable componentsis then assigned to the appropriate risk-weight category.

Thus, for those OBS instruments that are subject to a master Netting of swaps and similar contracts is recognized for

netting agreement, the accrual components in fair value amsk-based capital purposes only when accomplished throug

also netted. “netting by novation.” This is defined as a written bilateral
13. The risk-based capital guidelines provide generally thatontract between two counterparties under which any obliga

a credit-equivalent amount is calculated for each individuation to each other is automatically amalgamated with all othe

interest-rate and exchange-rate contract. The credit-equivalenbligations for the same currency and value date, legall)

amount is determined by summing the positive mark-tosubstituting one single net amount for the previous gros:

market values of each contract with an estimate of thebligations.

Call Report Requirements
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ticularly OBS instruments, the FASB wrotedescribed earlier. FASB 105 was required to be
new disclosure standards intended to increadellowed for annual reports beginning in 1991.
the transparency of contractual terms, risks, and The second standard issued by the FASB was
market values of both on- and off-balance-shedtASB 107, “Disclosures about Fair Value of
financial instruments. To date, three standardsinancial Instruments,” which was effective for
have been written, requiring additional dis-the 1993 annual reports of institutions with
closure about instruments having certain riskassets of $150 million or more and will be
(including a lack of diversification), the fair effective for the 1996 annual reports of smaller
market value of financial instruments (includinginstitutions. Under the standard, a company is
such classes as securities, loans, and deposit®quired to disclose the fair value of virtually all
and the discussion of the risk-managementlasses of financial instruments. The company
strategies when the company uses OBShould disclose its methods for estimating fair
instruments. value, such as the use of market quotes or
The first standard resulting from the financialvaluation techniques (and disclose the assump-
instruments project was FASB 105, “Disclosuretions used if values are estimated) for instru-
of Information about Financial Instruments withments without active markets. FASB 107 requires
Off-Balance-Sheet Risk and Financial Instruthat demand deposits be reported at face value
ments with Concentrations of Credit Risk.” and the value of long-term relationships and
Under the standard, a company is required tother intangibles not be taken into account,
describe the notional amounts and significarslthough these and other nonfinancial assets and
contractual terms for financial instruments thatiabilities may be separately disclosed. In
have off-balance-sheet risk of accounting l&5s. response to criticisms from industry analysts
Secondly, the company is required to disclosabout the difficulty in following some compa-
the amount of accounting loss that would occunies’ disclosures, the FASB amended FASB 107
as a result of credit riske As a part of the when it issued FASB 119, “Disclosure about
disclosure of credit risk, the company is requirederivative Financial Instruments and Fair Value
to discuss its policies for requiring collateral andof Financial Instruments.” FASB 119 requires
a description of the collateral or other securitythat the fair-value disclosure separate OBS in-
supporting the contracts. Lastly, the company istruments used as hedges from the instruments
required to report significant credit concentraon the balance sheet being hedged. FASB 107
tions across all classes of financial instrumentsvas also amended to require fair-value disclo-
This may be done by industry, region, or othesure in a single place rather than scattered
economic characteristics. FASB 105 waghroughout the annual report.
amended by FASB 119 (see below) to require In response to calls for further improvement
the disclosure of notional amount and significanin the disclosure of derivatives activities,
contract terms of financial instruments withoutFASB 119 requires a firm that issues or holds
off-balance-sheet risk of loss (for example, purderivatives to differentiate in its disclosures
chased options) in addition to the disclosurebetween derivatives that it uses for trading
purposes and derivatives used for risk-
management or other end-user reasons.

14. An off-balance-sheet accounting loss occurs wheft Trading aCti_VitieS A dealer is required to
there is the potential for loss because of market or credit risks report the fair value (both year-end and annual
that exceed the amount reported on the balance sheet for thegverage) of its derivatives positions and to

OBS instrument. In other words, the loss in the event of a y; ot ; - ;
default or adverse market movement could exceed the reporteddlsaggregalte derivatives tradlng prOfItS. This

value of the contract. For example, a purchased-put option disagg_rega}tion may be reported either for
does not have accounting risk of loss because the most that derivative instruments alone or broken down
could be lost by the holder is the amount of the premium paid hy some other method by the firm, such as

(of course, the economic loss would be the fair value of the |; : .
option). The writer of the put, on the other hand, would have lines of business, risk exposures (for example,

an accounting loss to the writer if it must pay cash to settle the INterest-rate or foreign-.exchan.ge), or anqther
contract in excess of the premium it received. Thus the writer method as long as trading profits from deriva-
has off-balance-sheet risk of loss while the holder does not. tjye instruments are disclosed. The FASB

15. For example, an interest-rate swap accounted for using : . :
the accrual method that has a market value of $1,000 and an encouraged' but did not require, the disclosure

accrued net receivable of $10 has an accounting risk of loss of Of DOth year-end and average fair values of
only $10. trading assets and liabilities that are not
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Investment Securities and End-User Activities 2020.

derivatives, whether they are financial instru- fair values of end-user derivatives must alsc
ments or nonfinancial items, to give a more be separately disclosed from the fair value o
comprehensive picture of the firm’s trading items hedged by the derivatives.

pursuits.

» End-user activitiesFor derivatives not used Finally, FASB 119 encourages a firm to
in trading, but instead used for hedging omisclose quantitative information, consistent with
other risk-management purposes, a firm i#s method for managing risk, that would be
now required to describe its objectives foruseful to financial statement readers in assessir
using derivatives and discuss its strategies fats activities. Suggested approaches include ge
achieving those objectives. The firm is alsanalyses, the effect of hypothetical price shock
required to describe how it reports derivativeon reported earnings, and the disclosure of valu
in its financial statements as well as giveat risk at the report date and its average durin
certain details (such as the amount of gains dhe year. FASB 119 first applied to annual
losses explicitly deferred) about derivativeseports for year-end 1994.
used to hedge anticipated transactions. The
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Investment Securities and End-User Activities

Examination Objectives .
Effective date November 1995 Section 2020.2

1. To determine if policies, practices, proce- investment portfolio and how that quality
dures, and internal controls regarding invest- relates to the soundness of the bank.
ments are adequate. 5. To determine compliance with laws and

2. To determine if bank officers are operating in  regulations.
conformance with the established guideliness. To initiate corrective action when policies,

3. To determine the scope and adequacy of the practices, procedures or internal controls ar
audit function. deficient or when violations of laws or regu-

4. To determine the overall quality of the lations have been noted.

Commercial Bank Examination Manual November 1997
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Investment Securities and End-User Activities
Examination Procedures .
Section 2020.3

Effective date November 1995

1. If selected for implementation, complete or discounts on which interest is exempt

update the “Investment Securities” section
of the Internal Control Questionnaire.
. Based on the evaluation of internal controls
and the work performed by internal/
external auditors, determine the scope of the
examination.
. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the following exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal/external auditors and deter-
mine if corrections have been accomplished.
a. Determine the extent and effectiveness
of investment policy supervision by—

* reviewing the abstracted minutes of
the board of directors and/or appropri-
ate committee minutes;
determining that proper authorizations
have been made for investment officers
or committees;
determining any limitations or restric-
tions on delegated authorities;
evaluating the sufficiency of analytical
data used by the board or investment
committee;
reviewing the reporting methods used
by department supervisors and internal
auditors to ensure compliance with
established policy; and
preparing a memo for the examiner
assigned “Duties and Responsibilities
of Directors” and the examiner who is
in charge of the international exami-
nation, if applicable, stating conclu-
sions on the effectiveness of directors’
supervision of the domestic and/or
international-division-investment pol-
icy. All conclusions should be
documented.

4. Obtain the following:

a. Trial balances of investment-account
holdings and money market instruments,
such as commercial paper, banker’'s
acceptances, negotiable certificates of
deposit, securities purchased under agree-
ments to resell, and federal funds sold.
Identify any depository instruments
placed through money brokers.

b. A list of any assets carried in loans and

from federal income taxes and which are
carried in the investment account on call
reports.

. A list of open purchase and sale

commitments.

. A schedule of all securities, forward

placement contracts, futures contracts
contracts on exchange-traded puts an

calls,

option contracts on futures

puts and calls, and standby contract:
purchased and/or sold since the las
examination.

. A maturity schedule of securities sold

under repurchase agreements.

. A list of pledged assets and securec

liabilities.

. A list of the names and addresses of al

securities dealers doing business with th
bank.

. Alist of the bank’s personnel authorized

to trade with dealers.

i. Alist of all U.S. government—guaranteed

loans which are recorded and carried a:
an investment-account security.

For international division and overseas
branches, a list of investments—

held to comply with various foreign

governmental regulations requiring
such investments;

used to meet foreign reserve
requirements;

required as stock exchange guarantee
or used to enable the bank to provide
securities services;

representing investment of surplus
funds;

used to obtain telephone and telex
services;

representing club and school
memberships;

acquired through debts previously
contracted,

representing minority interests in non-
affiliated companies;

representing trading-account
securities;

representing equity interests in Edge
Act and agreement corporations anc
foreign banks; and
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2020.3 Investment Securities and End-User Activities: Examination Procedures

* held for other purposes.

5. Using updated data available from reports
of condition, UBPR printouts, and invest-
ment advisor and correspondent bank port-
folio analysis reports, obtain or prepare an
analysis of investment and money market
holdings that includes—

a. a month-by-month schedule of par, book,

by an independent party (excludes affili-

ates and securities dealers selling invest-
ments to the bank) or if they are inde-

pendently tested as a documented part of
the bank’s audit program, those prices
should be accepted. If the independence
of the prices cannot be established, test
market values by reference to one of the

and market values of issues maturing in
one year;

. schedules of par, book, and market val-
ues of holdings in the investment port-
folio (Those schedules should be in-
dexed by maturity date. The schedule
should be detailed by maturity dates over
the following time periods: over one

through five years, over five through

10 years, and over 10 years.);

following sources:

* published quotations, if available

 appraisals by outside pricing services,
if performed

. If market prices are provided by the bank

and cannot be verified by reference to
published quotations or other sources,
test those prices by using the “compara-
tive yield method” to calculate approxi-
mate yield to maturity:

c. book-value totals of holdings by obligor
or industry; related obligors or indus- Approximate Yield to Maturity =
tries; geographic distribution; yield; and _
special characteristics, such as morafinnual Interest + Par Value- Book Value :
obligations, conversion, or warrant Number of Years to Maturity
features; ¥2 (Bank-Provided Market Price + Par Value)
d. par value schedules of type I, I, and I
investment holdings, by those legally
defined types; and
e. for the international division, a list of
international investment holdings
(foreign-currency amounts and U.S. dol-
lar equivalents) to include—
» descriptions of securities held (par,
book, and market values),
* names of issuers,
* issuers’ countries of domicile,
* interest rates, and * Investigate market-value variances in
 pledged securities. excess of 5 percent.

6. Review the reconcilement of investment d. For investments and money market
and money market account(s) trial balances obligations in the sample that are rated,
to general-ledger control account(s). compare the ratings provided to the most

7. Using either an appropriate sampling tech- recent published ratings.
nique or the asset-coverage method, select
from the trial balance(s) international invest-
ments, municipal investments, and money
market holdings for examination. If trans-
action volume permits, include all securities
purchased since the last general examina-
tion in the population of items to be
reviewed.

8. Perform the following procedures for each 9. To the extent practical under the circum-
investment and money market holding  stances, perform credit analysis of—
selected in step 7: a. the obligors on securities purchased under
a. Check appropriate legal opinions or pub- agreements to resell, when the readily

lished data outlining legal status. marketable value of the securities is not
b. If market prices are provided to the bank sufficient to satisfy the obligation;

e Compare the bank-provided market
price and the examiner-calculated
approximate yield to maturity to an
independent publicly offered yield or
market price for a similar type of
investment with similar rating, trad-
ing volume, and maturity or call
characteristics.

» Compare nonrated issues to fourth-
rated (BBB, Baa) bonds.

Before continuing, refer to steps 16
through 18. They should be performed in
conjunction with steps 9 through 15.
International-division holdings should be
reviewed with domestic holdings to ensure
compliance, when combined, with applica-
ble legal requirements.
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Investment Securities and End-User Activities: Examination Procedures 207

b. all international investments, nonrated
securities, and money market instru-
ments selected in step 7 or acquired since
the last examination;

c. all previously detailed or currently known
speculative issues;

d. all defaulted issues; and

e. any issues contained in the current
Interagency Country Exposure Review
Committee credit schedule obtained from
the international loan portfolio manager
by—

e comparing the schedule to the foreign
securities trial balance obtained in step
4 to ascertain which foreign securities
are to be included in Interagency Coun-
try Exposure Review Committee
credits;

» for each security so identified, tran-
scribing the following appropriate 12
information to a separate examiner’'s
line sheet or a related examiner’s credit
line sheet:

— amount (and U.S. dollar equivalent
if a foreign currency) to include
par, book, and market values

— how and when acquired

— maturity date(s)

— default date, if appropriate

— any pertinent comments; and

 returning schedule and appropriate
examiner’s line sheet(s) to the exam-
iner assigned “International—Loan

Portfolio Management.”

10. Review the most recent reports of examina-
tion of the bank’s Edge Act and agreement
corporation affiliates and foreign subsidi-
aries to determine their overall conditions.
Also, compile data on Edge Act and agree-
ment corporations and foreign subsidi-
aries necessary for the commercial report
of examination (i.e., asset criticisms, trans-
fer risk, and other material examination
findings).

11. Classify speculative and defaulted issues
according to the following standards
(except those securities in the Interagency
Country Exposure Review and other secu-
rities on which special instructions have
been issued):

a. The entire book value of speculative-
grade municipal general obligation secu-
rities which are not in default will be
classified substandard. Market deprecia-
tion on other speculative issues should

be classified doubtful. The remaining
book value wusually is classified
substandard.

. The entire book value of all defaulted

municipal general obligation securities
will be classified doubtful. Market depre-
ciation on other defaulted bonds should
be classified loss. The remaining book
value usually is classified substandard.

. Market depreciation on nonexempt stock

should be classified loss.

. Report comments should include—

 description of issue;

e how and when each issue was
acquired;

default date, if appropriate;

date interest paid to;

rating at time of acquisition; and

e comments supporting the classification.

. Review the bank’s maturity program by—
a. Reviewing the maturity schedules.

* Compare book and market values and
after considering the gain or loss on
year-to-date sales, determine if the
costs of selling intermediate and long-
term issues appear prohibitive.
Determine if recent acquisitions show
a trend toward lengthened or shortene
maturities. Discuss such trends with
management, particularly with regard
to investment objectives approved by
the investment committee.

. Reviewing the pledged asset and secure

liability schedules and isolating pledged
securities by maturity segment. Then
determine the market value of securi-
ties pledged in excess of net securec
liabilities.

. Reviewing the schedule of securities solc

under repurchase agreement and dete

mining if—

« financing for securities purchases is
provided via repurchase agreement by
the securities dealer who originally
sold the security to the bank,

» funds acquired through the sale of
securities under agreement to repur
chase are invested in money marke
assets or if short-term repurchase agree
ments are being used to fund longer-
term, fixed-rate assets,

the extent of matched asset repo ant

liability repo maturities and the overall

effect on liquidity resulting from
unmatched positions,
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2020.3

Investment Securities and End-User Activities: Examination Procedures

13.

14.

» the interest rate paid on securities
sold under agreement to repurchase is
appropriate relative to current money
market rates, and

» the repurchase agreement is at the
option of the buying or selling bank

d. Reviewing the list of open purchase and
sale commitments and determining the
effect of their completion on maturity
scheduling.

e. Submitting investment portfolio informa-
tion regarding the credit quality and
practical liquidity of the investment port-
folio to the examiner assigned Asset/
Liability Management.

Consult with the examiner responsible for

the Asset/Liability Management analysis to

determine what information is needed to
assess the bank’s sensitivity to interest-rate
fluctuations and its ability to meet short-
term funding requirements. If requested,
compile the information using bank records
or other appropriate sources. Refer to the

Instructions for the Report of Examination

section of this manual for factors to be

taken into account when compiling this
information. Information which may be re-
quired to be furnished includes:

a. market value of unpledged government
and federal-agency securities maturing
within one year

b. market value of other unpledged govern-
ment and federal-agency securities which
would be sold without loss

c. market value of unpledged municipal
securities maturing within one year

d. book value of money market instru-
ments, such as banker's acceptances,
commercial paper, and certificates of
deposit. (Provide amounts for each cate-
gory.)

e. commitments to purchase and sell secu-
rities, including futures, forward, and
standby contracts (Provide a description
of the security contract, the purchase or
sales price, and the settlement or expira-
tion date.)

Determine whether the bank’s investment

policies and practices are satisfactorily bal-

ancing earnings and risk considerations by—

a. using UBPR or average call report data
to calculate investments as a percentage
of total assets, average yields on U.S.
government and nontaxable investments,
and—

e comparing results to peer-group
statistics,

 determining the reasons for significant
variances from the norm, and

« determining if trends are apparent and
the reasons for such trends;

. calculating current market depreciation

as a percentage of gross capital funds;

. reviewing the analysis of municipal and

corporate issues by rating classification
and—

» determining the total in each rating

class and the total of nonrated issues,
determining the total of nonrated

investment securities issued by obli-
gors located outside of the bank’s

service area (exclude U.S. government—
guaranteed issues); and

reviewing acquisitions since the prior

examination and ascertaining reasons
for trends that may suggest a shift
in the rated quality of investment

holdings;

. reviewing coupon rates or yields (when

available) and comparing those recently
acquired investments and money market
holdings with coupon rates or yields that
appear high, or low, to similarly acquired
instruments of analogous types, ratings,
and maturity characteristics (Discuss
significant rate or yield variances with
management.);

. reviewing schedule of securities, futures,

forward, and standby contracts pur-
chased and sold since the last examina-
tion and determining whether the volume
of trading is consistent with policy
objectives (If the bank does not have a
separate trading account, determine
whether such an account should be
established, including appropriate record-
keeping and controls.);

. if the majority of sales resulted in gains,

determining if profit-taking is consistent
with stated policy objectives or is moti-
vated by anxiety for short-term income;

. determining whether the bank has dis-

counted or has plans to discount future
investment income by selling interest
coupons in advance of interest payment
dates; and

. reviewing the list of commitments to

purchase or sell investments or money
market investments (Determine the effect

November 1997
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202

of completion of these contracts on future
earnings.).

15. Review the bank’s federal income tax posi-

16.

17.

tion and

a. determine, by discussion with appropri-
ate officer(s), if the bank is taking advan-
tage of procedures to minimize tax lia-
bility in view of other investment
objectives;

b. review or compute actual and budgeted—
« tax-exempt holdings as a percentage of

total assets and

 applicable income taxes as a percent-

age of net operating income before
taxes; and

c. discuss with management the tax impli-
cations of losses resulting from securities
sales.

Determine that proper risk diversification

exists within the portfolio by—

a. reviewing totals of holdings by single
obligor or industry, related obligors or
industries, geographic distribution, yields,
and securities that have special charac-
teristics (include individual due from
bank accounts from the list received
from the bank or from the examiner
assigned “Due from Banks” and all
money market instruments) and—

« detail, as concentrations, all holdings
equaling 25 percent or more of capital
funds and
list all holdings equaling at least
10 percent but less than 25 percent of
capital funds and submit that informa-
tion to the examiner assigned “Loan
Portfolio Management” (These hold-
ings will be combined with any addi-
tional advances in the lending areas.)
and
b. performing a credit analysis of all non-

acted in accordance with authorized
objectives;

c. the board of directors or its designee ha
established specific contract position
limits and reviews contract positions at
least monthly to ascertain conformance
with those limits;

d. gross and net positions are within autho.
rized positions and limits, and if trades
were executed by persons authorized
trade futures; and

e. the bank maintains general-ledger memc
randum accounts or commitment regis-
ters which, at a minimum, include—

« the type and amount of each contract
 the maturity date of each contract,
« the current market price and cost of
each contract, and
e the amount held in margin accounts:
— All futures contracts and forward
and standby and options contracts
are revalued on the basis of market
or the lower of cost or market at
each month-end.

Securities acquired as the result of

completed contracts are valued at

the lower of cost or market upon
settlement.

Fee income received by the bank

on standby contracts is accountec

for properly.

Financial reports disclose futures,

forwards, options, and standby

activity.

The bank has instituted a system

for monitoring credit-risk exposure

in forward and standby contract
activity.

The bank’s internal controls, man-

agement reports, and audit proce-

dures are adequate to ensure adhe
ence to policy.

rated holdings determined to be a conqg f the bank is engaged in financial futures

centration if not performed in step 9.

If the bank is engaged in financial futures,

exchange-traded puts and calls, forward

placement, or standby contracts, determine
if—

a. the policy is specific enough to outline
permissible contract strategies and their
relationships to other banking activities;

b. recordkeeping systems are sufficiently
detailed to permit a determination of
whether operating personnel have

forward placement, options, or standby con:

tracts, determine if the contracts have ¢

reasonable correlation to the bank’s busi

ness needs (including gap position) anc

capacity to fulfill its obligations under the

contracts by—

a. comparing the contract commitment anc
maturity dates to anticipated offset,

b. reporting significant gaps to the examine
assigned “Asset/Liability Management”
(refer to step 13),
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c. comparing the amounts of outstanding d. reviewing pledge agreements and secured

contracts to the amounts of the antici- liabilities and determining that—

pated offset, * proper custodial procedures have been
d. ascertaining the extent of the correlation followed,

between expected interest-rate move- eligible securities are pledged,

ments on the contracts and the antici- securities pledged are sufficient to

pated offset, and secure the liability that requires
e. determining the effect of the loss recog- securing,

nition on future earnings, and, if sig- « Treasury Tax and Loan Remittance

nificant, reporting It to the examiner Option and Note Op[ion are proper|y

assigned “Analytical Review and secured, and

Income and Expense.” _ private deposits are not being secured;

19. On the basis of pricings, ratings, and credit

analyses performed above, and using the
investments selected in step 7 or from lists :
previously obtained, test for compliance pledge agreement; Treasury circulars 92
with applicable laws and regulations by— and 176, as amended.)

a. determining if the bank holds type Il or ¢ ' reviewing accounting procedures to
Il investments that are predominantly determine that—

speculative in nature or securities that investment premiums are being extin-

(Information needed to perform the
above steps will be contained in the

are not marketable (12 CFR 1.3(b));

. reviewing the recap of investment

securities by legal types, as defined by

12 CFR 1, on the basis of the legal

restrictions of 12 USC 24 and competent

legal opinions, as follows:

 If a type Il or Il security is readily
marketable, and if the purchaser’s judg-
ment was based on evidence of the
obligor’s ability to perform, determine
if the par value of such securities
issued by a single obligor, which the
bank owns or is committed to pur-

chase, exceeds 10 percent of the bank’s

capital funds (12 CFR 1.5(a) and
1.7(a)).

If the holding of a type Il or Il
security was based on a reliable esti-
mate of the obligor's ability to per-
form, determine if the aggregate par

value of such issues exceeds 5 percent

of the bank’s capital funds (12 CFR
1.5(b) and 1.7(b));

. for those investment securities that are

convertible into stock or which have
stock purchase warrants attached—
 determining if the book value has been
written down to an amount that repre-
sents the investment value of the secu-
rity, independent of the conversion or
warrant provision (12 CFR 1.10) and
determining if the par values of other
securities that have been ruled eligible
for purchase are within specified capi-
tal limitations;

guished by maturity or call dates (12
CFR 1.11),

premium amortization is charged to
operating income (12 CFR 1.11),
accretion of discount is included in
current income for banks required to
use accrual accounting for reporting
purposes,

accretion of bond discount requires a
concurrent accrual of deferred income
tax payable, and

securities gains or losses are reported
net of applicable taxes and net gains or
losses are reflected in the period in
which they are realized;

. determining if securities purchased under

agreement to resell are in fact securities
(not loans), are eligible for investment
by the bank, and are within prescribed
limits (12 USC 24 and 12 CFR 1). If not,

determine whether the transaction is
within applicable state legal lending

limits;

. reviewing securities sold under agree-

ment to repurchase and determining
whether they are, in fact, deposits (Regu-
lation D, 12 CFR 204.2(a)(1));

. determining that securities and money

market investments held by foreign

branches comply with section 211.3 of

Regulation K—Foreign Branches of

Member Banks (12 CFR 211.3) as to—

 acquiring and holding securities (sec-
tion 211.3(b)(3)) and

November 1997
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underwriting, distributing, buying, and

selling obligations of the national gov-

ernment of the country in which the

branch is located (section 211.3(b)(4));
and

(Further considerations relating to the
above are contained in other sections of
Regulation K. Also review any applica-
ble sections of Regulation T—Credit by
Brokers and Dealers (12 CFR 220),
Regulation X—Borrowers of Securities
Credit (12 CFR 224), and Board Inter-
pretations 6150 (regarding securities
issued or guaranteed by the International
Bank for Reconstruction and Develop-
ment) and 6200 (regarding borrowing
by a domestic broker from a foreign
broker). Edge Act and agreement corpo-

rations are discussed in the Bank-ReIatech W

Organizations section.

i. determining that the bank’s equity

investments in foreign banks comply

with the provisions of section 25 of the

Federal Reserve Act and section 211.5 of

Regulation K as to—

e investment limitations (section
211.5(b)) and

e investment procedures (section
211.5(c)).

C.

market instruments of affiliated banks
or firms (section 23A, Federal Reserve
Act, and 12 USC 371(c)).

» Determine if transactions involving
affiliates, insiders, or their interests
have terms that are less favorable tc
the bank than transactions involving
unrelated parties (sections 23A and 22
Federal Reserve Act, and 12 USC
371c, 375, 375a, and 375b).

. Determine if Federal Reserve stock

equals 3 percent of the subject bank’s
booked capital and surplus accounts
(Regulation I, 12 CFR 209).

Review the nature and duration of
federal-funds sales to determine if term
federal funds are being sold in an amoun
exceeding the limit imposed by state
legal lending limits.

ith regard to potential unsafe and unsoun

investment practices and possible violation:
of the Securities Exchange Act of 1934,
review the list of securities purchased and/o
sold since the last examination and—

a. determine if the bank engages one

securities dealer or salesperson for virtu

ally all transactions. If so—

» evaluate the reasonableness of thi
relationship on the basis of the dealer’s
location and reputation and

e compare purchase and sale prices t
independently established market price:
as of trade dates, if appropriate;

20. Test for compliance with other laws and
regulations as follows:
a. Review lists of affiliate relationships and

lists of directors and principal officers
and their interests.

» Determine if the bank is an affiliate of
a firm that primarily is engaged in
underwriting or selling securities (12
USC 377).

Determine if directors or officers are
engaged in or employed by firms that
are engaged in similar activities (12
USC 78, 377, and 378). (It is an
acceptable practice for bank officers to
act as directors of securities companies
not doing business in the United States,
the stock of which is owned by the
bank as authorized by the Board of
Governors of the Federal Reserve
System.)

Review the list of federal funds sold,
securities purchased under agreements
to resell, interest-bearing time deposits,
and commercial paper, and determine
if the bank is investing in money

C.

. determine if investment-account securi-

ties have been purchased from the bank’

own trading department. If so—

e independently establish the market

price as of trade date,

review trading-account purchase anc

sale confirmations and determine if the

security was transferred to the invest-
ment portfolio at market price, and

e review controls designed to prevent
dumping; and

determine if the volume of trading

activity in the investment portfolio

appears unwarranted. If so—

* review investment-account daily led-
gers and transaction invoices to deter
mine if sales were matched by a like
amount of purchases,

» determine whether the bank is financ-
ing a dealer’s inventory,

e compare purchase and sale prices witl
independently established market price:
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as of trade dates, if appropriate. The transferred were nonperforming at the
carrying value should be determined by time of transfer, classified at the previ-
the market value of the securities as of ous examination, depreciated or sub-
the trade date, and investment-grade, or for any other reason

* cross-reference descriptive details on were considered to be of questionable
investment ledgers and purchase con- quality.
firmations to the actual bonds or safe- . Review the bank’s policies and proce-
keeping receipts to determine if the dures to determine whether or not secu-
bonds delivered are those purchased. rities purchased by the bank are given an

22. Discuss with appropriate officer(s) and pre- independent, complete, and adequate

23.

pare report comments on—

a. defaulted issues;

b. speculative issues;

c. incomplete credit information;

d. absence of legal opinions;

e. significant changes in maturity

scheduling;
shifts in the rated quality of holdings;

. concentrations;

.unbalanced earnings and risk

considerations;

i. unsafe and unsound investment practices;

j. apparent violations of laws, rulings, and
regulations and the potential personal
liability of the directorate;

k. significant variances from peer-group

statistics;

market-value depreciation, if significant;

.weaknesses in supervision;

. policy deficiencies; and

. material problems being encountered by

the bank's Edge Act and agreement
corporation affiliates, and other related
international concerns, that could affect
the condition of the bank.

The following guidelines are to be imple-

mented while reviewing securities partici-

pations, purchases/sales, swaps, or other
transfers. The guidelines are designed to
ensure that securities transfers involving
state member banks, bank holding compa-
nies, and nonbank affiliates are carefully
evaluated to determine if they were carried
out to avoid classification and to determine
the effect of the transfer on the condition of
the institution. In addition, the guidelines
are designed to ensure that the primary
regulator of the other financial institution
involved in the transfer is notified.

a. Investigate any situations in which secu-
rities were transferred before the date of
examination to determine if any were
transferred to avoid possible criticism
during the examination.

b. Determine whether any of the securities

oKQ ™

©c >3 ™

credit evaluation. If the bank is a holding
company subsidiary or a member of a
chain banking organization, review secu-
rities purchases or participations from
affiliates or other known members of the
chain to determine if the securities pur-
chases are given aarm’s-length and
independentredit evaluation by the pur-
chasing bank.

. Determine whether or not any bank pur-

chases of securities from an affiliate are
in conformance with section 23A, which

generally prohibits purchases of low-

quality assets from an affiliate.

. Determine that any securities purchased

by the bank are properly reflected on its
books at fair market value (fair market

value should at a minimum reflect both

the rate of return being earned on such
assets and an appropriate risk premium).
Determine that appropriate write-offs are
taken on any securities sold by the bank
at less than book value.

. Determine that transactions involving

transfers of low-quality securities to the
parent holding company or a nonbank
affiliate are properly reflected at fair
market value on the books of both the
bank and the holding company affiliate.

. If poor-quality securities were trans-

ferred to or from another financial insti-
tution for which the Federal Reserve is
not the primary regulator, prepare a
memorandum to be submitted to the
Reserve Bank supervisory personnel. The
Reserve Bank will then inform the local
office of the primary federal regulator of
the other institution involved in the trans-
fer. The memorandum should include the
following information, as applicable:
* name of originating and receiving
institutions
* type of securities involved and type of
transfer (i.e., participation, purchase/
sale, swap)
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date(s) of transfer
total number and dollar amount of
securities transferred
status of the securities when trans-
ferred (e.g., rating, depreciation, non-25.
performing, classified, etc.)
e any other information that would be
helpful to the other regulator.

24. Reach a conclusion regarding the quality of

department management. Communicate your

conclusion to the examiner assigned “Man-
agement Assessment” and the examine
who is in charge of the international exami-
nation, if applicable.

Update workpapers with any information
that will facilitate future examination. If the
bank has overseas branches, indicate tho:
securities requiring review during the next
overseas examination and the reasons ft
the review.
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Investment Securities and End-User Activities

Internal Control Questionnaire
Effective date November 1995

Section 2020.4

Review the bank’s internal controls, policies,
practices, and procedures regarding purchases,
sales, and servicing of the investment portfolio.
The bank’s system should be documented in a
complete, concise manner and should include,
where appropriate, narrative descriptions, flow
charts, copies of forms used, and other pertinent
information. Items marked with an asterisk
require substantiation by observation or testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-

board of directors or its investment
committee,

c. are maximums established for the
amount of each type of asset,

d. are maximums established for the
amount of each type of asset that may
be purchased from or sold to any one
bank,

e. do money market investment policies
outline acceptable maturities, and

f. have credit standards and review proce
dures been established?

ten investment securities policies, includ-CUSTODY OF SECURITIES

ing WI securities, futures, and forward

placement contracts, that outline—

a. objectives,

b. permissible types of investments,

c. diversification guidelines to prevent
undue concentration,

d. maturity schedules,

e. limitation on quality ratings,

f. policies regarding exceptions to stan-
dard policy, and

g. valuation procedures and frequency?

2. Are investment policies reviewed at least
annually by the board to determine if they
are compatible with changing market
conditions? *

3. Are securities designated at time of pur-
chase as to whether they are investments
for the portfolio or trading account?

4. Have policies been established governing
the transfer of securities from the trading
account to the investment-securities
account?

5. Have limitations been imposed on the

investment authority of officers?

Do security transactions require dual

authorization?

7. If the bank has due from commercial

*6.

*8.

11.

Do procedures preclude the custodian o

the bank securities from—

a. having sole physical access to securities
b. preparing release documents withou
the approval of authorized persons;

c. preparing release documents not subs
quently examined or tested by a seconc
custodian; and

d. performing more than one of the fol-
lowing transactions: (1) execution of
trades, (2) receipt or delivery of secu-
rities, (3) receipt and disbursement of
proceeds?

9. Are securities physically safeguarded to

prevent loss or unauthorized removal ol
use?

10. Are securities, other than bearer securities

held only in the name or nominee of the
bank?

When a negotiable certificate of deposit i
acquired, is the certificate safeguarded ir
the same manner as any other negotiabl
investment instrument?

banks or other depository institutions time, RECORDS

federal funds sold, commercial paper,

securities purchased under agreements tq2.

resell, or any other money market type of

investment—

a. is purchase or sale authority clearly
defined,

b. are purchases or sales reported to the

Do subsidiary records of investment
securities show all pertinent data describ:
ing the security; its location; pledged or
unpledged status; premium amortization
discount accretion; and interest earnecd
collected, and accrued?
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*13.

*14.

15.

Is the preparation and posting of subsidi-
ary records performed or reviewed by

persons who do not also have sole custody22.

of securities?

Are subsidiary records reconciled at least
monthly to the appropriate general-ledger
accounts, and are reconciling items inves-
tigated by persons who do not also have
sole custody of securities?

For international-division investments, are 23.

entries for U.S. dollar carrying values of
foreign currency—denominated securities
rechecked at inception by a second
person?

24.

PURCHASES, SALES, AND

REDEMPTIONS

*16. Is the preparation and posting of security 26.

*17.

*18.

and open contractual commitments pur-
chase, sale, and redemption records per-
formed or reviewed by persons who do not
also have sole custody of securities or
authorization to execute trades?

Are supporting documents, such as brokers’
confirmations and account statements for
recorded purchases and sales checked or
reviewed subsequently by persons who do
not also have sole custody of securities or
authorization to execute trades?

Are purchase confirmations compared to
delivered securities or safekeeping re-

ceipts to determine if the securities deliv- 28.

ered are the securities purchased?

20.

FUTURES CONTRACTS,
FORWARD PLACEMENT
CONTROLS

25.

27.

b. notified in writing of revocation of
trading authority?

Has the bank established futures and for-

ward trading limits—

a. for individual traders,

b. for total outstanding contracts,

¢. which are endorsed by the board or an
appropriate board committee, and

d. the basis of which is fully explained?

Does the bank obtain prior written approval

detailing amount of, duration, and reason—

a. for deviations from individual limits
and

b. for deviations from gross trading limits?

Are these exceptions subsequently submit-

ted to the board or an appropriate board

committee for ratification?

Does the trader prepare a prenumbered

trade ticket?

Does the trade ticket contain all of the

following information:

a. trade date

b. purchase or sale

c. contract description

d. quantity

e. price

f. reason for trade

g. reference to the position being matched
(immediate or future case settlement)

h. signature of trader

Are the accounting records maintained and

controlled by persons who cannot initiate

trades?

Are accounting procedures documented in

a procedures manual?

Are all incoming trade confirmations—

a. received by someone independent
of the trading and recordkeeping
functions and

b. verified to the trade tickets by this
independent party?

30. Does the bank maintain general-ledger

19. Do futures and forward contract policies—

a. outline specific strategies and
b. relate permissible strategies to other
banking activities?

20. Are the formalized procedures used by the

trader—

a. documented in a manual and

b. approved by the board or an appropriate
board committee?

21. Are the bank’s futures commission mer-

chant(s) and/or forward brokers—
a. notified in writing to trade with only
those persons authorized as traders and

31.

control accounts

minimum—

a. futures or forward contracts memo-
randa accounts,

b. deferred gains or losses, and

c. margin deposits?

Are futures and forward contracts

activities—

a. supported by detailed subsidiary records
and

b. agreed daily to general-ledger controls
by someone who is not authorized to
prepare general-ledger entries?

disclosing, at a

November 1997
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202

32. Do periodic statements received fromOTHER

33.

34.

35.

36.

37.

38.

futures commission merchants reflect—

a. trading activity for the period,

b. open positions at the end of the period,

c. market value of open positions,

d. unrealized gains and losses, and

e. cash balances in accounts?

Are all of these periodic statements—

a. received by someone independent of
both the trading and recordkeeping
functions and

b. reconciled to all of the bank’s account-
ing records?

Are the market prices reflected on the

statements—

a. verified with listed prices from a pub-
lished source and

b. used to recompute gains and losses?

Are daily reports of unusual increases in

trading activity reviewed by senior

management?

Are weekly reports prepared for an

reflect—

a. all trading activity for the week,

b. open positions at the end of the week,

c. market value of open positions,

d. unrealized gains and losses,

e. total trading limits outstanding for the
bank, and

f. total trading limits for each authorized 42
trader? ’
Is the futures and forward contracts port-

folio revalued monthly to market value or

to the lower of cost or market?

Are revaluation prices provided by per-
sons or sources totally independent of the
trading function?

39. Does the board of directors receive regula

reports on domestic and international-

division investment securities which

include—

a. valuations,

b. maturity distributions,

c. average yield, and

d. reasons for holding and benefits receive
(international-division and overseas
holdings only)?

. Are purchases, exchanges, and sales

securities and open contractual commit:
ments ratified by action of the board of
directors or its investment committee anc
thereby made a matter of record in the
minutes?

CONCLUSION

appropriate  board committee which 41

Is the foregoing information an adequate
basis for evaluating internal control in
that there are no significant deficiencies
in areas not covered in this questionnaire
that impair any controls? Explain nega-
tive answers briefly and indicate any
additional examination procedures deeme
necessary.

Based on a composite evaluation, a
evidenced by answers to the foregoing
questions, internal control is considerec
(adequate/inadequate).
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